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OVERVIEW  OF  SMALL  BUSINESS  TAX  PRO- 
POSALS IN  THE  "CONTRACT  WITH  AMER- 
ICA" 


WEDNESDAY,  JANUARY  18,  1995 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  2  p.m.,  in  room  2359- 
A,  Rayburn  House  Office  Building,  Hon.  Jan  Meyers  (chairwoman 
of  the  committee)  presiding. 

Chairwoman  Meyers.  Ladies  and  gentlemen,  I  think  we  will  get 
started.  I  am  glad  to  have  you  all  with  us  today.  This  afternoon, 
the  Small  Business  Committee  begins  the  first  in  a  series  of  hear- 
ings designed  to  take  an  extensive  look  at  the  Contract  With  Amer- 
ica and  what  it  means  for  main  street  America. 

The  Contract  With  America,  and  specifically  the  Job  Creation 
and  Wage  Enhancement  Act  portion  of  the  contract  recently  intro- 
duced as  H.R.  9,  contains  numerous  tax  and  regulatory  relief  items 
of  interest  to  small  business. 

Today  I  have  asked  our  witnesses  to  give  us  their  broad  overall 
impressions  of  the  contract's  provisions  for  small  business.  What 
items  are  of  most  interest  to  their  particular  business?  How  would 
those  provisions  be  helpful?  Are  there  concerns  and  problems  for 
your  business  that  aren't  specifically  addressed  in  the  contract?  If 
so,  what  are  they  and  how  would  you  recommend  that  Congress  ad- 
dress those  problems  and  concerns? 

After  today's  hearing,  but  before  the  end  of  the  month,  the  com- 
mittee will  be  meeting  frequently  to  receive  testimony  on  some  spe- 
cific provisions  in  the  contract,  such  as  the  home  office  deduction 
and  estate  tax  reform.  Because  the  committee  will  be  hearing  ex- 
tensive testimony  on  some  specific  tax  and  regulatory  items,  I 
would  ask  our  witnesses  today  to  try  to  focus  their  comments  on 
the  big  picture.  In  other  words,  how  do  we  create  a  small  business 
friendly  economic  climate  in  this  country  and  provide  more  oppor- 
tunities for  business  ownership  and  new  jobs  for  American  work- 
ers? 

The  Small  Business  Committee  has  a  very  important  role  in  the 
House  as  an  advocate  and  ombudsman  for  the  small  business  com- 
munity. As  such,  we  will  work  closely  with  the  other  committees 
to  provide  the  ideas,  the  information,  and  the  support  necessary  to 
change  Federal  policies  counterproductive  to  small  business  and 
economic  growth. 

(1) 


Today's  hearing  marks  the  beginning  of  that  important  work, 
work  that  will  continue  in  earnest  in  the  days  and  months  to  come, 
and  I  again  thank  you  all  for  being  here  and  would  like  to  ask  Mr. 
LaFalce  to  make  comments  if  he  would  like. 

Mr.  LaFalce.  I  thank  you  very  much,  Chair  Meyers.  Let  me 
begin  by  congratulating  you  again  on  your  new  cnairmanship. 
Throughout  our  time  on  the  committee,  we  have  worked  together 
on  a  bipartisan  basis  to  improve  the  climate  for  small  businesses 
across  America. 

These  issues  concern  Democrats  and  Republicans  alike,  and  I 
look  forward  to  working  with  you  and  all  of  the  members  of  the 
committee  in  this  new  Congress.  We  would  like  to  thank  you  for 
calling  this  hearing  on  tax  policy  and  small  business  and  the  ensu- 
ing hearings  you  will  be  having  over  the  course  of  the  next  week 
and  a  half.  I  am  pleased  that  we  will  be  able  to  begin  exploring 
the  tax-related  proposals  and  the  so-called  Contract  In  America, 
and  to  seek  to  determine  their  effects  on  small  businesses. 

Having  reviewed  the  tax  provisions  of  this  contract,  I  do  have 
some  concerns  and  reservations  about  its  proposals,  though.  I  am 
not  at  all  convinced  that  the  Contract  With  America  will  in  the 
long  run  benefit  small  businesses  and  small  business  owners,  par- 
ticularly in  the  area  of  tax  policy.  It  seems  likely  that  the  biggest 
benefits  promised  in  the  contract  might  well  flow  to  the  wealthiest 
individuals  and  the  wealthiest,  largest  corporations,  not  to  the 
mom  and  pop  businesses  that  make  up  small  business  America. 

I  believe  that  the  typical  small  business  owner  looking  at  the  en- 
tire contract  would  be  surprised  at  how  infrequently  the  document 
actually  refers  to  small  businesses  or  impacts  small  businesses, 
and  all  of  the  10  bills  that  make  up  the  contract  and  the  literally 
hundreds  and  thousands  of  pages,  we  have  been  able  to  find  5 
pages  that — out  of  the  thousands  that  mention  small  business  ini- 
tiatives. 

In  contrast,  two  centerpieces  of  H.R.  9  are  a  massive  capital 
gains  tax  cut  and  a  proposed  neutral  cost  recovery  system.  Neutral 
cost  recovery  many  believe  will  primarily  benefit  large  companies 
and  corporations  and  is  not  apt  to  be  that  helpful  to  smaller  firms. 

Moreover,  the  Joint  Committee  on  Taxation  has  estimated  that 
73  percent  of  the  benefits  from  the  capital  gains  tax  cut  will  go  to 
those  making  $100,000  or  more.  The  fact  of  the  matter  is  the  vast 
preponderance  of  small  business  owners  in  America  make  far,  far 
less  than  that.  Further,  it  would  cost  the  U.S.  Treasury  more  than 
$200  billion  over  the  next  10  years. 

Our  committee  and  every  committee  in  Congress  and  the  whole 
Congress  must  recognize  an  important  reality,  that  tax  cuts,  even 
those  that  could  benefit  small  businesses  in  the  short  term,  should 
not  and  cannot  come  at  the  expense  of  deficit  reduction.  If  we  jeop- 
ardize the  economy  by  slashing  tax  rates  and  exploding  the  deficit, 
it  will  only  cause  more  harm  to  small  businesses  in  the  long  run. 

So,  I  urge  my  colleagues  on  both  sides  of  the  aisle  to  use  these 
hearings  to  carefully  examine  the  full  impact  of  the  various  tax 
policies — tax  proposals  that  are  contained  in  the  so-called  Contract 
with  America  or  elsewhere.  We  owe  no  less  to  our  Nation's  vital 
small  businesses,  and  I  join  Chairman  Meyers  in  welcoming  our 
witnesses  and  look  forward  to  the  testimony  of  each  of  you. 


Chairwoman  Meyers.  Thank  you,  Mr.  LaFalce.  Today  we  will 
hear  from  all  of  our  witnesses.  Before  we  go  to  questioning,  once 
we  start  the  questioning  period,  I  think  that  will  generate  some 
comments  between  our  witnesses,  and  so  we  decided  to  do  this  all 
in  one  panel.  We  will  hear  from  Mr.  John  Motley,  Mr.  John 
Satagaj,  Mrs.  Karen  Kerrigan,  Ron  Cohen,  Al  Martin,  Ron 
Sanameyer,  and  John  Wharton.  We  will  start  with  Mr.  Motley. 

TESTIMONY  OF  JOHN  MOTLEY,  NATIONAL  FEDERATION  OF 
INDEPENDENT  BUSINESS 

Mr.  Motley.  Thank  you  Madam  Chairman,  Congressman  La- 
Falce, members  of  the  committee.  It  is  a  pleasure  to  be  here  today 
on  behalf  of  NFIB  and  its  600,000  members  across  the  country.  I 
have  a  prepared  statement  which  I  will  submit  and  I  will  try  to 
summarize  for  the  committee. 

First  of  all,  let  me  take  a  moment  if  I  can  to  offer  NFIB's  con- 
gratulations and  support  to  you,  Madam  Chairman  and  to  the  com- 
mittee for  the  extensive  and  meaningful  series  of  hearings  that  you 
have  laid  out  already.  I  think  they  mean  a  great  deal  to  the  small 
business  community  and  they  speak  a  great  deal  to  the  role  that 
you  intend  to  play  as  the  Congress  considers  the  Contract  With 
America  and  indeed  beyond  that  into  the  remainder  of  the  104th 
Congress,  and  we  thank  you  and  we  will  do  everything  we  can  to 
work  with  the  committee  to  help  where  we  can. 

Many  parts  of  the  Contract  With  America  we  believe  are  sup- 
ported by  small  business  owners,  according  to  the  polling  that  we 
do,  which  is  very  extensive.  Some  can  be  modified,  and  some  can 
be  strengthened  so  that  they  can  be  more  beneficial  to  smaller 
firms,  and  that  is  what  I  would  like  to  deal  with  here  today. 

First  of  all,  let  me  start  by  sharing  with  you  five  of  the  criteria 
that  we  at  NFIB,  and  we  believe  small  business  owners,  use  to 
judge  the  value  of  changes  in  the  Tax  Code.  First  of  all,  keep  it 
simple.  Complexity  is  the  bane  of  small  business  owners.  Many  of 
them  don't  even  nave  accountants  that  they  can  turn  to  to  help 
them  and  many  don't  have  computers  that  they  can  use  in  their 
businesses. 

Second,  cash  flow  is  key.  To  many  small  firms  it  means  survival. 
They  don't  live  off  of  their  profits.  They  live  off  of  the  cash  flow  of 
the  firm.  Third,  capital  formation  is  needed  for  growth.  Once  a 
small  firm  is  established,  then  you  face  the  problem  of  whether  you 
want  to  grow  or  not,  and  if  you  want  to  grow,  then  you  have  to  at- 
tract capital  to  the  business  outside  of  that  which  is  available  in 
your  own  savings  or  in  the  family. 

Fourth,  any  tax  cut  needs  to  promote  economic  growth  so  that 
the  economy  as  a  whole  can  grow,  and  last,  it  needs  to  be  fiscally 
responsible.  Gone  are  the  days,  we  believe,  that  you  can  finance  the 
growth  of  the  economy  through  additional  deficit  spending. 

How  do  NFIB  members  feel  about  the  changes  suggested  in  the 
contract?  Again,  I  would  have  to  say  that  they  are  generally  very 
supportive  of  those  changes.  They  feel  more  strongly  about  some 
than  others.  They  feel  more  strongly  about  increased  expenses, 
about  changes  in  the  estate  taxes,  about  changes  in  capital  gains 
taxation.  Let  me  comment  very  briefly  on  the  elements  that  we  be- 
lieve that  they  support  strongly. 


First  of  all,  the  expensing  of  capital  assets  to  $25,000.  The  vastly 
preferred  method  of  depreciation  among  smaller  firms  is  expensing. 
It  is  very  simple.  It  helps  the  cash  flow  of  the  smallest  firms,  and 
it  encourages  investment  by  small  business  owners  so  the  economy 
can  grow. 

Second,  clarifying  the  home  office  deduction.  Right  now  small 
business  owners  across  the  country  are  confused  about  what  they 
are  allowed  to  do  and  not  allowed  to  do  by  the  IRS  if  they  have 
their  business  located  or  they  operate  considerably  out  of  their 
home. 

Let's  remember  that  the  homes  generally  are  the  cradle  of  many 
small  businesses  in  this  country.  I  still  have  several  relatives  who 
continue  to  operate  their  businesses  out  of  their  homes  and  don't 
have  an  office  or  a  garage  from  which  they  work  from. 

That  is  going  to  grow  more  and  more  important  as  we  move  into 
the  information  age  and  people  want  to  stay  home  and 
telecommute  from  home. 

Third,  estate  taxes.  Estate  taxes,  I  have  been  involved  now  in 
three  White  House  Conferences  on  Small  Business,  and  while  es- 
tate taxes  have  never  been  part  of  the  recommendations  forwarded 
very  highly  from  any  of  the  States,  they  have  always  turned  up  in 
the  top  10  recommendations  when  all  the  delegates  come  to  Wash- 
ington. They  seem  to  be  a  really  sore  point,  because  they  tend  to 
destroy  and  they  drain  resources  out  of  smaller  firms,  and  the  bur- 
den needs  to  be  reduced  or  eliminated  even  further  frankly  than 
the  contract  goes. 

Fourth,  to  cut  an  index  capital  gains.  Cutting  an  index  in  capital 
gains  attracts  capital  to  smaller  firms  and  rewards  risks.  Very 
frankly,  there  are  not  very  many  rewards  in  the  early  years  of 
starting  a  small  business  outside  of  seeing  something  that  you 
started  grow,  and  you  have  to  provide  things  to  make  people  go 
into  small  business  and  the  thought  of  having  a  reward  at  the  end 
of  the  process  is  extremely  important. 

Besides,  we  shouldn't  forget  that  small  firms  really  don't  have  ac- 
cess to  public  capital.  They  are  not  public.  They  can't  sell  their 
stock.  They  can't  go  to  the  insurance  companies  and  borrow  money, 
so  attracting  individual  private  investors  is  generally  the  only  way 
they  can  proceed. 

Last,  a  middle  class  tax  cut.  Most  small  firms  are  in  the  mid- 
dle— small  business  owners  are  in  the  middle  class.  The  majority 
of  NFIB  members  make  less  than  $40,000  a  year.  Ninety  percent 
of  the  business  returns  in  this  country  are  filed  as  individual  re- 
turns, proprietorships,  partnerships,  subchapter  S  corporations  and 
an  individual  tax  cut  provides  cash  flow  and  capital  for  those  small 
businesses. 

I  can't  leave,  this  Madam  Chairman,  without  saying  just  a  word 
about  rates,  because  rates  on  the  individual  side  are  very  impor- 
tant to  these  people.  If  90  percent  are  unincorporated,  50  percent 
of  NFIB  members  are  unincorporated,  then  they  pay  almost  all  of 
their  taxes  as  individuals  and  not  as  other  taxes.  They,  particularly 
the  successful  ones,  have  taken  a  huge  hit  since  1990.  Their  taxes 
have  gone  up  over  6  percent  while  taxes  for  corporations  in  this 
country  have  gone  up  only  6  percent,  and  they  need  relief,  and  I 
would  recommend  that  the  committee  take  a  look  at  the  possibility 


of  substituting  a  rate  cut  for  other  types  of  middle  class  tax  relief, 
something  similar  that  was  introduced  by  Speaker  Gingrich  and 
Majority  Leader  Armey  on  the  last  day  of  the  last  Congress  when 
they  introduced  a  bill  to  cut  rates  20  percent  across  the  board. 

Let  me  conclude,  Madam  Chairman,  by  making  six  suggestions — 
and  this  comes  under  the  heading  of  looking  more  at  the  big  pic- 
ture,— six  suggestions  for  improving  or  perfecting  the  contract  from 
NFIB's  standpoint,  creating  a  better  climate  for  the  small  business 
community  in  this  country. 

First  of  all,  we  think  that  there  is  a  desperate  need  not  only  to 
restore  the  25  percent  deduction  that  self-employed  people  had  for 
purchasing  health  insurance  for  themselves,  but  also  to  give  them 
parity  as  quickly  as  possible  with  corporate  America  allowing  them 
to  deduct  100  percent  of  their  insurance  premiums.  Twenty-two 
percent  of  the  self-employed  individuals  in  this  country  are  unin- 
sured today,  and  we  can  make  a  very  large  step  toward  insuring 
more  and  more  Americans  by  simply  giving  these  people  parity 
with  the  major  corporations.  I  believe  you  have  already  reintro- 
duced your  bill  that  would  take  small  self-employed  individuals  to 
100  percent  deductibility  and  we  would  support  it  strongly. 

Second,  estate  taxes  I  have  discussed  already,  but  I  think  simply 
going  beyond  expanding  the  exemption  in  current  law.  we  should 
take  a  look  at  new  solutions  and  for  roughly  about  $1  billion  a 
year,  which  I  understand  is  a  lot  of  money  but  not  in  terms  of  the 
total  contract,  you  can  exempt  all  privately  or  closely  held  business 
assets,  business,  farm  and  ranch  assets  in  the  United  States  from 
estate  taxes  so  that  never  again  will  a  firm  be  destroyed  because 
of  the  tax  collector  and  never  again  will  we  lose  jobs  because  a 
business  is  put  out  of  business  because  of  the  tax  collector. 

Third,  we  think  expensing  needs  to  go  much  farther  than 
$25,000.  If  we  want  a  depreciation  system  which  is  the  equivalent 
of  expensing,  and  that  is  what  neutral  cost  recovery  is  supposed  to 
be,  why  don't  we  just  move  to  expensing  as  quickly  as  possible?  We 
would  suggest  that  we  go  to  $100,000  rather  than  $25,000. 

Fourth,  capital  gains,  cutting  capital  gains  and  indexing  them 
are  good,  but  it  really  doesn't  help  the  very  smallest  of  firms,  and 
what  we  are  suggesting  is  you  might  want  to  consider  exempting 
the  very  smallest  of  firms  from  all — or  investors  in  the  very  small- 
est of  firms  from  all  capital  gains,  let's  say  up  to  about  $10  million 
a  year  in  gross  sales.  This  was  part  of  the  1992  bill  that  Congress 
passed,  but  with  so  many  limitations,  it  is  almost  worthless  to 
small  business  in  America. 

Fifth,  a  tax  simplification  package  for  very  small  firms.  The  prob- 
lem small  firms  have  today  are  with  the  numerous  accounting 
methods,  regulations,  calculations,  and  paperwork  that  have  to  be 
filed  with  the  IRS.  They  are  hidden  taxes  and,  as  I  said  before, 
many  small  businesses  don't  even  have  accountants.  To  take  those 
firms  and  to  allow  them  to  use  simpler  methods  such  as  expensing, 
cash  accounting,  exempting  them  from  the  alternative  minimum 
tax  calculations  would  be  a  big  boon  to  them  and  also  something 
they  would  be  grateful  for. 

Last,  Madam  Chairman,  we  still  need  to  do  something  to  clarify 
the  situation  on  independent  contractors  in  this  country.  There  are 
too  many  small  business  owners  out  there  who  simply  are  lost 


when  it  comes  to  figuring  out  whether  somebody  can  be  treated  as 
an  independent  contractor  or  they  need  to  be  treated  as  an  em- 
ployee. We  would  suggest  that  we  set  up  a  second  very  simplified 
safe  harbor  for  these  people  with  a  few  simple  tests  that  everybody 
can  understand  and  it  would  do  a  great  deal  to  alleviate  the  prob- 
lems that  they  are  having  with  IRS  today. 

Thank  you  again  for  the  opportunity  for  testifying.  I  will  answer 
any  questions  the  committee  might  have. 

Chairwoman  Meyers.  Thank  you  very  much,  Mr.  Motley. 

[Mr.  Motley's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Next  we  will  hear  from  Mr.  John  Satagaj, 
the  President  of  the  Small  Business  Legislative  Council. 

TESTIMONY  OF  JOHN  SATAGAJ,  SMALL  BUSINESS 
LEGISLATIVE  COUNCIL 

Mr.  Satagaj.  Thank  you,  Madam  Chairman  and  Mr.  LaFalce, 
members  of  the  committee.  It  is  a  pleasure  to  be  here.  For  those 
of  you  who  are  new  to  the  committee,  you  are  now  being  introduced 
to  the  alphabet  soup  of  small  business.  Not  being  as  famous  as  my 
good  friend,  John  Motley,  let  me  explain  what  the  Small  Business 
Legislative  Council  is. 

We  are  in  a  town  with  1,000  coalitions  and  you  probably  have 
met  most  of  them  already  during  your  time  here.  We  are,  if  not  the 
grandfather  of  all  coalitions,  certainly  up  there  in  the  generations. 
We  were  organized  in  1976  as  a  coalition  of  trade  associations  and 
we  are  a  permanent  coalition.  Ultimately  you  gain  that  status  in 
Washington  if  you  stay  around  long  enough,  you  are  a  permanent 
fixture. 

We  are  a  permanent  coalition  of  trade  associations,  all  of  whom 
represent  small  business,  but  are  as  different  as  any  two  busi- 
nesses out  there  in  the  real  world.  I  had  forgot  to  append  to  my 
testimony  a  list  of  the  associations  who  are  members  of  the  SBLC 
and,  as  you  can  see,  there  are  just  short  of  100  trade  associations 
that  belong.  They  involve  everybody  from  the  chimney  sweeps  to 
the  tooling  and  machining  shop. 

What  we  bring  to  the  table  is  a  little  different  perspective  than 
our  good  colleagues  at  NFIB  or  at  the  Chamber  or  at  National 
Small  Business  United  because  we  bring  the  trade  association 
focus,  we  bring  the  industry  focus  to  the  table  first  before  we  de- 
velop our  policy  and  move  it  through  the  process. 

So,  it  is  a  slightly  different  cut  than  you  get  from  the  direct 
membership  organizations  like  NFIB  and  the  Chamber  and  NSBU. 
We,  of  course,  work  closely  with  all  of  them  on  many  issues,  and 
you  will  see  all  of  us  around  this  table  many  times  I  am  sure  as 
we  go  through  this  session.  So,  that  is  a  little  primer  on  SBLC. 

Now,  to  what  we  are  here  about  today;  and  that  is  the  tax  provi- 
sions of  the  Contract  With  America.  It  is  no  brainier  for  any  of  us 
in  the  small  business  community  in  terms  of  support  for  what  is 
in  the  Contract  With  America.  Certainly  of  all  the  provisions  that 
John  has  already  mentioned,  particularly  direct  expensing,  capital 
gains,  the  home  office  deduction,  the  estate  tax  provision,  SBLC 
has  had  policy  on  these  issues  in  most  cases  since  day  one  of  our 
organization  in  1976. 


In  the  case  of  direct  expensing,  we  are  one  of  the  most  active 
groups  in  promoting  direct  expensing  when  it  first  came  into  the 
Tax  Code  in  1981.  So,  I  would  tell  you,  regarding  everything  that 
is  in  the  Contract  With  America  that  I  have  just  mentioned,  I  don't 
think  there  is  a  small  business  group  in  America  that  is  for  every 
one  of  those  things,  and  doesn't  believe  that  this  bill  is  good  for 
small  business. 

We  all  believe  the  estate  tax,  direct  expensing,  home  office  deduc- 
tion, capital  gains  are  good  for  small  business.  In  my  testimony,  I 
go  tnrough  some  of  the  reasons  why  each  of  those  would  be  bene- 
ficial to  our  constituencies. 

Having  said  that,  let  me  tell  you  about  a  new  trend  that  I  am 
hearing  from  my  members.  There  is  always  a  "but"  in  all  these 
cases.  I  had  dinner  last  night  with  a  group  of  manufacturers  of 
woodworking  machinery.  These  are  the  guys  who  make  the  ma- 
chinery that  a  furniture  manufacturer  or  a  sawmill  or  someone  else 
who  cut  the  wood  and  then  shapes  it  into  something  else,  would 
use.  They  manufacture  the  machinery  used  by  the  woodworking  in- 
dustry, all  of  them  small  businesses,  and  we  talked  at  great  length 
about  everything  that  is  in  the  Contract  With  America  and  every- 
thing that  is  in  the  tax  policy  area.  They  were  extremely  enthusias- 
tic and  very  upbeat,  and  it  was  a  pleasure  to  be  there  and  talk 
about  positive  things  and  what  we  are  doing  for  America.  They 
were  very  supportive  of  all  these  provisions. 

The  one  thing  that  they  kept  coming  back  to  time  and  time 
again,  and  I  tell  you  it  came  up  at  least  50  times  in  the  course  of 
the  dinner  last  night,  "John,  you  have  to  be  fiscally  responsible." 
We  don't  want  this  darn  thing  if  we  are  going  to  go  through  this 
process  and  we  can't  pay  for  it,  and  I  will  tell  you,  even  though  we 
have  got  a  longstanding  policy  on  direct  expensing,  capital  gains, 
on  home  office  deduction,  the  whole  nine  yards,  unless  we  know  we 
are  in  fact,  going  to  have  the  spending  cuts,  we  are  saying,  look, 
do  those  spending  cuts  first  before  you  go  forward  with  any  of  this. 
It  was  a  very,  very  strong  message,  to  the  point  it  startled  me.  I 
mean,  this  was  a  very,  very  strong  message  from  these  folks. 

John  mentioned  earlier  in  his  comments  about  being  fiscally  re- 
sponsible. These  folks  want  that  first.  That  was  kind  of  amazing 
about  these  manufacturers  of  woodworking  machinery.  You  got  to 
understand  something  like  the  direct  expensing  or  the  neutral  cost 
recovery  system,  they  actually  get  a  double  positive  hit  out  of  these 
initiatives.  Not  only  do  they  get  to  use  it  for  the  machinery  in  their 
own  business,  they  sell  machinery  to  customers  who  would  benefit 
from  a  direct  expensing  provision  or  a  neutral  cost  recovery  system 
and  even  with  that  double  benefit,  they  were  saying  to  us,  "doggone 
it,  let's  make  sure,  John,  priority  one  is  to  be  fiscally  responsible." 

When  Mrs.  Meyers  had  her  press  conference  the  other  day,  we 
talked  about  that  at  some  length,  that  that  is  a  high  priority  in  the 
small  business  community,  is,  by  gosh,  whatever  we  are  going  to 
do,  let's  make  sure  we  do  it  in  that  context.  Believe  me,  everything 
in  here  is  very  good  for  small  business. 

If  you  are  going  to  do  something,  these  are  the  things  to  do,  but 
let's  make  sure  we  do  it  in  a  way  that  we  know  we  pay  for  them 
all.  That  is  the  single  most  important  point  we  are  hearing  right 
now  from  our  small  businesses,  and  I  think  you  are  going  to  con- 
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tinue  to  hear  it  through  the  process,  and  so  we  look  forward  to 
working  with  this  committee  on  not  only  what  we  are  doing  here, 
but  also  keeping  the  rest  of  the  Congress'  feet  to  the  fire  a  little 
bit  to  make  sure  we  get  those  spending  cuts  that  we  need  and  we 
pay  for  these  tax  measures  in  a  way  that  we  are  all  going  to  be 
comfortable  with.  So,  that  is  a  very  important  point  for  our  mem- 
bership. 

As  John  mentioned,  we  congratulate  you  for  these  hearings.  I 
think  it  is  a  terrific  idea  to  get  this  going.  I  have  a  great  deal  of 
sympathy  for  your  staff  as  well  as  all  members  of  the  committee 
on  what  it  is  going  to  be  like  in  the  next  2  weeks.  We  know  what 
it  is  like  on  our  end  in  trying  to  put  it  together.  John  Motley  was 
telling  me  earlier  about  all  tne  fun  he  is  having  in  putting  testi- 
mony together.  I  think  the  exercise  is  useful. 

It  is  important  we  have  these  discussions,  that  we  understand 
where  small  business  is  coming  from,  what  we  care  about.  So,  I 
thank  you,  Madam  Chairman.  I  appreciate  the  opportunity  and  I 
guess  when  we  are  all  done,  we  will  answer  any  questions  you 
have. 

Chairwoman  Meyers.  I  appreciate  it,  John. 

[Mr.  Satagaj's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Miss  Kerrigan,  President  of  the  Small 
Business  Survival  Committee. 

TESTIMONY  OF  KAREN  KERRIGAN,  SMALL  BUSINESS 
SURVIVAL  COMMITTEE 

Ms.  Kerrigan.  Thank  you  very  much,  Chairman  Meyers,  mem- 
bers of  the  committee.  I  would  like  to  thank  all  of  you  for  inviting 
the  Small  Business  Survival  Committee  and  behalf  of  its  40,000 
members  to  testify  before  you  today  on  the  future  of  small  business 
and  how  the  new  Congress  and  the  administration,  particularly 
through  specific  proposals  in  the  Contract  With  America,  can  begin 
to  alleviate  burdens  which  are  unnecessarily  strangling  small  busi- 
nesses. 

What  I  am  going  to  be  discussing  is  not  only  the  tax  provision 
side,  but  also  the  regulatory  elements  that  are  in  the  Contract 
With  America  because  they  indeed  also  impose  a  huge  cost  on 
small  businesses,  but  before  I  begin,  I  would  just  like  to  reiterate 
the  need  for  the  Congress  and  the  administration  to  keep  its  eyes 
on  spending  cuts. 

In  a  post-election  survey  conducted  by  the  Small  Business  Sur- 
vival Committee,  we  asked  both  employers  and  employees  of  small- 
er enterprises  what  is  the  single  most  critical  thing  that  Congress 
and  the  administration  needs  to  do  to  help  keep  small  business 
prosperous  in  America,  and  the  number  one  response,  two  to  one 
margins,  was  cut  Government  spending. 

So,  they  put  country  and  economy  above  their  own  interests,  al- 
though tax  and  regulatory  relief  were  certainly  at  the  top  of  their 
agenda  as  well.  The  tax  and  regulatory  constraints  imposed  by  the 
Government  do  indeed  hurt  small  business.  As  a  result,  and  not 
surprisingly,  small  businesses  consistently  rank  taxes  and  regula- 
tions, Government-imposed  obstacles,  as  being  their  most  critical 
concern  and  those  day-to-day  obstacles  that  they  have  to  face  on  an 
ongoing  basis. 


Subsequently,  more  and  more  Americans  do  not  view  their  Gov- 
ernment as  a  protector  of  our  great  free  enterprise  system,  but  un- 
fortunately, as  an  opponent. 

Once  again,  a  November  1994  post-election  survey  that  we  did, 
we  asked  business  owners  and  employees  once  again  about  their 
Government,  and  by  overwhelming  margins,  they  saw  the  Govern- 
ment not  as  a  partner,  but  as  an  opponent  in  their  pursuit  of  the 
American  dream,  and  while  this  message  illustrates  the  important 
rebuilding  work  that  the  Congress  and  the  administration  must  do 
to  restore  faith  with  the  American  people,  we  are  confident  that  the 
Small  Business  Committee  will  work  hard  to  reverse  these  num- 
bers and  restore  America's  confidence  in  the  Federal  Government, 
because  if  there  is  anything  in  America  that  represents  attainment 
of  the  American  dream,  certainly  it  is  owning  your  own  business. 

The  Contract  With  America  begins  to  address  important  reforms 
that  will  indeed  help  small  business,  and  we  do  support  many  of 
the  tax  and  regulatory  components  there  within.  It  proposes  a  good 
start,  which  I  will  briefly  discuss  those  areas  which  we  do  support, 
and  then  I  will  highlight  those  areas  where  the  Congress  needs  to 
take  the  next  step  to  ensure  small  business  prosperity. 

The  Job  Creation  and  Wage  Enhancement  Act  of  the  contract 
largely  addresses  those  two  main  areas,  taxes  and  regulation, 
where  the  twin  burden  of  both  slowly  strangle  productive  entre- 
preneurial activity.  One  critical  component  of  the  contract,  which 
we  believe  will  indeed  help  spur  small  business  and  economic 
growth  is  the  proposed  cut  in  the  capital  gains  tax. 

Most  entrepreneurs  seeking  to  start  up  or  expand  an  enterprise 
will  tell  you  of  a  major  obstacle  in  that  endeavor  and  that  is,  in- 
deed, raising  capital.  Encouragement  for  private  sector  investment 
in  small  businesses  needs  to  be  enhanced.  The  contract  proposal 
which,  combined  with  indexation,  reducing  the  top  capital  gains  tax 
rate  to  19.8  percent,  could  be  the  most  pro-growth  step  taken  by 
the  Congress. 

Now,  this  is  particularly  important  if  we  are  concerned  about  our 
international  competitiveness.  In  the  new  global  economy,  it  is  im- 
perative that  the  United  States  be  competitive  and  remain  and  be 
a  haven  for  capital,  especially  if  you  are  looking  at  where  we  stand 
in  terms  of  our  capital  gains  tax  rate  on  the  international  front, 
how  we  compare  with  other  countries. 

The  current  nonindex  capital  gains  tax  rate,  it  is  not  competitive 
internationally.  America's  most  fervent  competitors  have  zero  or 
lower  capital  gains  rates  than  the  United  States.  So,  if  we  are  con- 
cerned about  international  competitiveness,  we  do  have  to  look  at 
how  we  stand  compared  to  our  international  competitors. 

In  terms  of  small  business  incentives  in  the  contract,  SBSC  be- 
lieves that  these  elements  will  have  a  profound  impact  on  robust 
and  sustained  economic  growth.  I  would  agree  with  my  other  small 
business  colleagues  in  terms  of  the  clarification  of  the  deduction  for 
home  offices.  It  recognizes  the  dynamic  and  changing  nature  of  our 
work  force,  increase  in  the  estate  tax  exemption  from  $600,000  to 
$750,000  will  help  small  businesses  pass  on  family  owned  enter- 
prises to  the  next  generation.  The  U.S.  Tax  Code  should  not  penal- 
ize families  for  wanting  to  keep  businesses  within  the  family. 
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Of  course  the  small  business  expensing  provision  in  the  contract 
encourages  investment  in  equipment  and  inventory.  All  the  above 
are  good  steps  to  help  prime  the  pump  for  small  business  growth. 

On  the  regulatory  side,  and  I  will  go  over  this  very  quickly,  the 
impact  of  excessive  regulations  on  small  businesses,  individuals, 
and  the  U.S.  economy  is  staggering.  The  sources  have  put  that 
number  at  any  where  between  $400  and  $500  billion  and  of  course 
the  impact  on  small  businesses  is  much  more  severe  than  larger 
businesses. 

We  recently  received  a  letter  from  a  small  business  owner.  We 
receive  scores  of  these  letters  every  day  from  small  businesses  in 
terms  of  dealing  with  regulatory  magnums  that  is  taking  place  in 
Washington  and,  if  it  is  OK,  I  would  like  to  real  quickly  summarize 
this  letter.  "I  have  a  small  water  company  privately  owned.  The 
EPA  has  already  virtually  put  me  out  of  business  by  requiring 
more  and  more  contaminants  to  be  tested  for.  Now  they  are  going 
to  ram  through  a  test  for  an  insecticide  used  exclusively  in  Hawaii 
for  pineapples.  Here  in  south  Texas,  this  is  a  joke.  But  we  still 
have  to  pay  $3,000  in  lab  fees  for  each  test.  On  our  five  systems, 
this  will  be  over  $30,000  annually,  which  is  twice  my  salary.  Some- 
one has  got  to  stop  this  madness,"  and  this  was  from  Mr.  Jerry 
Boucher,  who  is  an  owner  of  Bulvedere  Utility  Company  in  San  An- 
tonio, Texas. 

Clearly  Washington  is  out  of  touch  on  the  regulatory  front,  is  se- 
verely impacting  on  millions  of  hard  working  small  business  own- 
ers. 

So,  we  duly  support  components  within  the  contract  that  bring 
a  balance  to  a  process  that  only  measures  Utopian  benefits.  The 
combination  of  the  cost-benefit  analysis,  the  risk  assessment,  a  reg- 
ulatory impact  analysis,  the  national  regulatory  budget,  strength- 
ening the  Regulatory  Flexibility  Act,  all  these  tnings  we  think  will 
restore  accountability  to  the  whole  regulatory  process  in  general. 

Last  on  the  regulatory  front,  we  wholeheartedly  support 
strengthening  the  Paperwork  Reduction  Act  which  would  be  a 
measurable  relief  to  hard  working  small  business  owners.  The  Citi- 
zens Bill  of  Rights  in  the  contract  provides  a  check  to  overly  ag- 
gressive Federal  inspectors  who  seem  to  be  accountable  to  no  one, 
and  also  the  private  property  provision  in  the  contract  is  extremely 
important  as  well.  These  regulatory  reforms  will,  as  Mr.  Boucher 
from  south  Texas  describes,  help  to  stop  the  madness. 

A  couple  of  things  that  are  not  in  the  contract,  but  still  on  the 
mind  of  small  business  owners.  One  of  the  most  critical  issues  is 
health  care  reform,  and  I  agree  with  my  colleagues,  that  full  insur- 
ance deductibility,  100  percent  tax  deductibility  is  in  order  for 
small  businesses,  giving  them  tax  equity  as  larger  businesses  have, 
but  it  is  still  imperative  that  the  Congress  continue  to  address  the 
fundamental  issue  of  bringing  down  the  cost  of  health  care. 

This  is  critically  important  and  we  think  through  market-based 
reforms,  like  medical  savings  accounts,  it  would  help  make  health 
care  purchases  more  price  sensitive  and  provide  a  common  sense 
solution  to  the  portability  problem  since  the  medical  savings  ac- 
count is  owned  by  the  employee. 

I  would  like  to  reiterate  the  importance  of  real  regulatory  relief 
beyond  the  contract.  We  would  like  to  see  the  reform  elements  in 
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the  contract  apply  retroactively  to  existing  regulations  and  there  be 
a  common-sense  approach  to  getting  rid  of  outdated,  excessive,  or 
unwarranted  regulations  to  provide  true  relief  to  small  business 
owners. 

On  the  tax  system  overhaul  front,  while  overall  tax  relief  is  im- 
portant, clearly  devising  a  simpler,  fairer  system  has  captured  the 
hearts  and  imaginations  of  all  Americans. 

We  are  glad  to  see  bold  proposals  being  discussed  by  the  Con- 
gress. The  current  U.S.  income  Tax  Code  is  a  mess  and  business 
decisions  are  often  based  on  tax  law  rather  than  economic  merit. 
The  popularity  of  Dick  Armey's  flat  tax  and  how  that  has  resonated 
through  America  shows  there  is  wide  support  for  this,  and  we 
would  encourage  the  Congress  and  the  Small  Business  Committee 
to  pursue  some  of  these  alternatives  to  make  the  whole  system  fair- 
er and  more  cost  effective  for  America's  small  business  owners. 

On  behalf  of  the  Small  Business  Survival  Committee,  once  again 
I  thank  the  committee  for  inviting  us  here  today,  look  forward  to 
working  with  you  as  we  continue  to  look  into  elements  of  the  con- 
tract, as  well  as  other  proposals  beyond  the  first  100  days. 

Thank  you  very  mucn. 

Chairwoman  Meyers.  Thank  you  very  much,  Ms.  Kerrigan.  We 
are  very  glad  to  have  you  here  today. 

[Mrs.  Kerrigan's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Next  on  our  panel  is  a  gentleman  from 
Ohio  who  is  head  of  the  successful  CPA  firm  and  is  a  former  presi- 
dent of  the  National  Small  Business  United,  and  we  are  happy  to 
have  you  here,  Mr.  Cohen. 

TESTIMONY  OF  RON  COHEN,  COHEN  &  CO.,  CLEVELAND,  OHIO 

Mr.  Cohen.  Thank  you,  Madam  Chairman,  Mr.  LaFalce,  ladies 
and  gentlemen,  the  committee.  I  appreciate  the  privilege  of  being 
able  to  come  before  you  today  to  express  my  views  and  those  of  Na- 
tional Small  Business  United. 

NSBU  is  the  oldest  continuing  association  which  exclusively  rep- 
resents small  businesses.  We  have  over  60,000  member  companies 
in  all  50  States  and  we  also  have  as  member  organizations  local, 
State,  and  regional  small  business  associations  as  well. 

As  a  CPA,  I  have  spent  almost  four  decades  in  advising  our  clien- 
tele, which  is  exclusively  small  business,  closely  held  and  family 
businesses,  and  I  have  done  that  with  the  tax  specialty  back- 
ground. I  have  served  8  years  as  an  appointed  member  of  the 
American  Institute  of  CPA's,  Federal  Tax  Division,  and  3  of  those 
years  were  as  a  member  of  its  executive  committee. 

I  want  to  state  that  small  business  people  in  general  are  very  en- 
thusiastic about  many  of  the  provisions  of  the  contract,  particularly 
in  line  with  our  views  are  the — about  the  efforts  to  create  a  bal- 
anced budget  amendment,  a  line  item  veto  amendment,  and  all  of 
the  provisions  that  recognize  the  impossible  burden  that  regula- 
tions are  putting  on  our  businesses  as  my  predecessor  just  com- 
mented on  in  detail.  This  committee  does  not  have  time  to  hear  the 
horror  stories  of  my  clients  that  I  could  tell  you  based  on  regula- 
tions that  are  there. 

Also  in  the  provision  are  the  middle  income  tax  relief  provisions 
that  are  there  and  as  many  small  business  people  are  middle  in- 
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come  earners,  and  I  am  sure  that  on  a  personal  basis  they  will  ap- 
preciate many  of  those,  I  will  restrain  my  comments  to  the  busi- 
ness tax  provisions  that  are  included  in  the  bill. 

I  want  to  start  off  with  capital  gains.  We  have  long  been  an  ad- 
vocate of  targeted  capital  gains  treatment  for  transfers  of  small 
businesses.  We  have  made  proposals  here  on  the  Hill  for  many 
years  and  have  supported  those  proposals  that  have  seemed  to 
have  accomplished  that.  We,  in  addition  to  a  targeted — capital 
gains  targeted  toward  small  business,  we  also  have  been  supportive 
of  a  broad-based  capital  gains  differential,  such  as  included  in  the 
contract. 

However,  that  being  said,  I  would  tell  you  that  we  are  concerned 
about  the  holding  period.  The  efforts  of  small  business  people  and 
particularly  the  members  of  National  Small  Business  United  would 
like  to  see  a  very  aggressive  reduction  in  capital  gains,  but  based 
on  an  increasing  deduction  as  the  holding  period  grows. 

There  was  an  effort  for  the  first  time  with  a  bill  that  was  passed 
in  1993,  although  that  was  targeted  to  a  limited  number  of  entities 
that  affect  very  few  of  our  members,  that  the  idea  of  the  gain  com- 
ing in  after  5  years  and  then  being  at  50  percent  would  be — the 
tax  rate  at  50  percent  was  innovative  and  in  line  with  our  think- 
ing. 

We  would  like  a  continuing  reduction  in  the  capital  gains  rates 
so  that  if  you  hold  your  asset  for  enough  years,  the  tax  could  be 
eliminated  entirely,  and  we  would  pay  for  that  by  having  a  smaller 
reduction  in  the  very  early  holding  periods.  We  think  that  very  few 
businesses  are  formed  and  made  profitable  within  the  first  year  or 
two. 

Taxes  on  estates  is  another  issue  that  I  would  like  to  comment 
on.  The  $750,000  proposed  exemption  merely  partially  replaces 
some  of  the  inflation  eroded  benefits  of  the  $600,000  exemption 
which  is  in  current  law.  We  also,  in  that  area  would  like  to  see 
some  very  innovative  and  creative  steps  developed  whereby  pos- 
sibly there  could  be  even  an  elimination  of  the  estate  tax,  which 
in  the  whole  gains  very  little  revenue  when  there  is  a  transfer  of 
a  business  among  family  members  at  the  time  of  death,  and  I  think 
that  if  we  made  it  on  an  elective  basis  and  had  a  carry-over  basis 
as  part  of  that  problem,  it  would  avoid  what  has  been  a  real  prob- 
lem for  small  businesses,  and  that  is,  having  to  sell  or  liquidate  a 
business  in  order  to  pay  the  founders  estate  tax,  but  we  are  appre- 
ciative of  the  recognition  that  $600,000  needs  to  be  increased  and 
further  indexed. 

In  the  depreciation  and  expense  recovery  area,  I  have  also  some 
comments  that  I  want  to  make.  It  is  important  for  me  to  reiterate 
what  John  Motley  and  others  have  said,  that  the  expensing  provi- 
sion is  both  extremely  beneficial.  It  is  about  the  only  provision  that 
we  see  in  these  bills  that  we  can  say,  yes,  this  applies  to  small 
business  alone,  and  we  are  very  enthusiastic  about  it,  however,  it 
is,  even  at  the  $25,000  level,  is  relatively  inadequate  to  spur  addi- 
tional investment.  We  would  hope  and  recommend  that  in  its  final 
stages,  that  that  amount  is  dramatically  increased. 

We  feel  that  the  neutral  cost  recovery  system  will  have  no  bene- 
fit to  small  business  and  apparently  it  is  an  elective  provision.  We 
feel  very  few  small  businesses  will  even  elect  it.  It  is  a  vehicle  that 
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will — that  can  be  employed  to  great  benefit  by  people  who  are  hold- 
ing assets  for  a  long  enough  time  to  get  a  greater  depreciation  than 
the  cost,  but  it  slows  down  the  up-front  benefits  and  consequently 
creates  a  cash  flow  problem  for  small  businesses. 

In  that  regard,  I  would  like  to  suggest  a  very  simple — I  know  we 
all  believe  there  are  no  free  lunches,  but  I  would  like  to  suggest 
a  very  simple  means  that  would  be  a  dramatic  growth  enhancer, 
create  many  jobs,  and  be  at  a  bare  minimum  revenue  neutral,  but 
I  would  guess  revenue  positive  if  we  apply  some  common  sense, 
and  that  is  give  a  dollar-for-dollar  1-year  deferral  of  all  tax  pay- 
ments to  the  extent  that  you  have  increased  the  net  book  value  of 
your  tangible  personal  property  and  your  inventory  in  your  busi- 
ness. This  would  allow  companies  who  are  trying  to  figure  out  if 
they  can  afford  to  expand  to  use  dollars  that  might  otherwise  go 
for  taxes  to  buy  that  equipment  or  increase  that  inventory  and 
thereby  hire  more  people.  For  the  Treasury,  it  would  cost  only  the 
1  year's  interest  rate  and  it  is  hard  to  conceive  that  a  dynamic 
scoring  system  would  not  show  that  that  would  have  to  generate 
far  more  revenue  than  that  through  the  various  taxes  that  would 
come  about  through  this  extra  business  activity,  and  I  hope  that 
the  committee  will  give  that  proposal  some  serious  attention. 

Also,  I  want  to  reiterate  the  comments  positively  about  the  por- 
tion of  the  bill  that  relates  to  home  office  deductions.  It  is  really 
almost  a  technical  correction  thing.  Not  being  critical,  the  Supreme 
Court  in  its  decision,  they  were  trying  to  interpret  the  law,  we 
ought  to  clarify  the  law  to  allow  people  who  legitimately  operate 
their  businesses  out  of  their  homes  to  claim  the  tax  credits  for  that 
that  they  are  entitled  to. 

I  also  do  not  want  to  give  up  this  microphone  without  providing 
a — what  is  a  very  short  and  condensed  wish  list  of  things  that  I 
had  wished  that  would  be  in  this  bill  if  there  is  really  and  truly 
an  effort  to  benefit  small  business. 

There  are  two  things  that  have  already  been  mentioned  and  that 
is  the  deductibility  of  health  care  premiums  and  cost,  which  are 
currently  not  handled  in  a  uniform  or  an  equitable  manner,  and  I 
think  that  that  situation,  costly  as  it  may  be,  needs  to  be  corrected 
because  it  is  very  unfair,  and  the  unfairness  comes  to  the  small 
business  person. 

Also,  the  independent  contractor  employee,  although  I  know  that 
this  will  hurt  our  firm's  revenue  stream  because  we  spend  so  much 
of  our  time  arguing  these  issues  with  revenue  agents  on  who  is  an 
employee  and  who  is  an  independent  contractor  when  there  is  no 
clear  road  map  to  that,  and  we  seriously  wish  Congress  would  ad- 
dress that. 

There  is  a  need  for  continued  Subchapter  S  reform.  There  has 
been  some  good  proposals,  particularly  the  Pryor-Danforth  bill  last 
year,  needs  to  be  enacted,  and  particularly  to  allow  for  ownership 
of  S  Corps  by  ESOFs.  This  is  a  great  social  benefit  and  a  real  prac- 
tical benefit.  We  do  not  want  to  nave  to  decide  whether — which  ad- 
vantage we  want  to  choose  in  electing  what  type  of  entity  a  client 
should  have. 

Finally,  without  being  specific  at  all,  I  must  bring  to  your  atten- 
tion the  tremendously  negative  impact  of  the  spiraling  cost  of  pay- 
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roll  taxes  to  all  small  businesses,  and  I  want  to  point  out  and  bring 
to  your  attention  the  fact,  if  you  haven't  honed  in  on  this. 

First  of  all,  there  is  no  question  that  it  is  by  far  the  biggest  tax 
that  small  businesses  pay.  The  employees  work  for  their  net  pay- 
check, so  forget  the  fact  tnat  the  employer  pays  half  of  the  tax.  The 
employer  pays  all  of  the  tax  because  he  has  to  provide  a  net  pay- 
check to  the  employee,  but  more  important  than  that,  please  under- 
stand the  concept.  We  can  argue  here  all  day  long  about  how  high 
rates  are  and  where  they  should  be  broken  off  and  how  they  should 
be,  but  income  tax  rates  are  traditionally  still  based  on  profit.  If 
you  don't  make  money,  you  don't  pay  tax. 

Payroll  taxes  don't  follow  that  line,  and  payroll  taxes  are  charged 
to  you  on  a  regressive  basis.  They  create  a  penalty  for  hiring  em- 
ployees. So,  on  the  one  hand  we  say,  let's  have  jobs,  and  then  we 
figure  out,  how  are  we  going  to  penalize  those  people  who  go  out 
and  hire  new  employees,  ana  I  think  that  your  committee  and  the 
rest  of  Congress  has  got  to  address  this  problem  of  ever  spiraling 
payroll  taxes. 

Finally,  I  have  reached  the  end  of  my  remarks.  Thank  you  very, 
very  much  for  being  so  attentive.  I  am  very  impressed  by  the  num- 
ber of  committee  members  that  have  appeared  here  today.  I  hope 
you  maintain  your  interest  in  small  businesses  throughout  your 
term  or  terms  of  office  and  keep  fighting  for  us  because  we  need 
you  all  there  every  day  to  help  small  business  survive. 

Thank  you  again. 

Chairwoman  Meyers.  Thank  you  very  much,  Mr.  Cohen.  We  are 
glad  that  we  are  here. 

[Mr.  Cohen's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  ALSON  MARTIN,  ATTORNEY,  OVERLAND  PARK, 

KANSAS 

Chairwoman  Meyers.  Next  we  will  hear  from  Mr.  Al  Martin  who 
is,  of  course,  from  God's  country,  Overland  Park,  Kansas,  and  he 
is  president  of  the  Small  Business  Council  of  America  and  an  attor- 
ney in  Overland  Park. 

Mr.  Martin.  Thank  you,  Chairman  Meyers.  I  guess  Chairman  is 
a  nonsexist  term;  is  that  right?  A  neutral  term. 

Chairwoman  Meyers.  That  is  fine. 

Mr.  Martin.  I  want  to  very  much  thank  you. 

Mr.  LaFalce.  Depends  who  you  are  speaking  to. 

Mr.  Martin.  Well,  Chairman  LaFalce,  I  think  we  should  do  what 
we  do  with  iudges,  once  a  Chair,  always  a  Chair,  especially  for  this 
committee  that  led  the  repeal  of  Section  89.  We  still  remember  this 
committee  very  well. 

It  is  a  pleasure  to  be  here,  especially  it  feels  like  old  home  week. 
Not  only  am  I  getting  a  chance  to  speak  to  my  Congresswoman,  but 
I  also  see  Karen  McCarthy,  who  is  very  highly  respected  in  Kansas 
City  and  saw  earlier  Sam  Brownback.  Give  him  my  regards.  I  don't 
take  his  absence  personally,  but  I  very  much  do  thank  you  and 
again  commend  you  as  others  have  tor  your  ambitious  2-week 
schedule  on  dealing  with  some  very,  very  important  issues.  We 
very  much  appreciate  the  opportunity  to  be  here  and  testify. 

Being  from  the  heartland  of  the  country,  I  think  it  is  probably 
appropriate  for  all  of  us  to  remember  our  Nation's  heritage,  our 
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frontier  heritage.  It  has  served  us  well  and  maybe  we  ought  to 
harken  back  to  it  a  little  bit  and  try  to  develop  a  simpler,  more  effi- 
cient, and  more  responsive  Government.  As  every  person  who  has 
testified  here  today  indicates,  that  is  really  what  we  need,  and  we 
need  it  desperately. 

The  committee's  instructions  to  us  in  terms  of  addressing  our  re- 
marks to  a  dynamic  tax  and  regulatory  policy  are  very  much  on  the 
mark.  I  too,  like  my  colleague  to  my  right,  had  a  practitioner.  I  am 
a  tax  lawyer.  Most  of  my  friends  tell  me  I  am  a  defective  product 
because  I  was  recalled,  wanting  to  change  having  grown  up  in  Kan- 
sas, so  I  went  to  New  York  and  went  to  NYU  Law  School,  and  then 
went  again  to  NYU  Law  School  and  got  a  tax  degree,  so  I  had  to 
go  there  twice  before  I  escaped. 

I  am  back  in  Kansas  now  and  I  do  this  work,  like  my  colleague 
to  my  right,  full  time,  my  clients  are  small  businessmen  and 
women.  I  think  I  know  ana  understand  what  they  need  and  want 
in  this  area,  and  it  is  very  much  as  the  other  members  have  testi- 
fied. 

Our  group's  position — and  we  are  like  the  others  here,  a  non- 
profit organization.  We  represent  about  20,000  small  businesses 
across  the  country.  I  would  describe  us  best  as  socially  liberal  and 
economically  conservative.  We  believe  in  opportunity  and  the  abil- 
ity to  succeed  regardless  of  race,  color,  creed.  In  fact,  our  organiza- 
tion so  believes  that  that  our  Chairman,  Paula  Kalamaftee,  who  is 
here  is  allowing  me  to  speak  since  my  Congresswoman  runs  this 
committee.  But  she  is  the  real  boss  in  our  organization. 

The  economic  conservative  part  has  also  been  addressed  here 
today  and  I  think  that  it  can't  be  emphasized  too  much.  The  Con- 
tract With  America  we  support  except  for  one  provision,  which  I 
will  mention  a  little  bit  later,  but  we  do  have  to  figure  out  how  to 
pay  for  it,  and  I  think  that  is  the  most  daunting  and  challenging 
task  that  Congress  has. 

These  issues  are  very,  very  important  to  all  of  us  and  they  affect 
all  of  us.  I  think  our  interest  in  these  issues  has  been  shown  in  this 
past  year.  Paula  Kalamaftee  has  testified  before  the  House  Ways 
and  Means  and  Senate  Finance  Committee  this  past  year  on  behalf 
of  our  organization  on  pension  and  tax  issues.  Ron  Waldhager  from 
Cleveland,  Ohio,  was  here  before  this  committee  not  too  long  ago 
talking  to  you  about  health  care  reform,  and  I  know  his  remarks 
were  well  received  and  we  appreciated  the  opportunity  to  be  here. 

We  need  to  realize  in  framing  your  recommendations  that  this  is 
an  increasingly  smaller  world.  One  of  my  new  clients  is  a  small 
business  that  is  owned  by  a  very  large  Australian  business,  but  it 
is  a  three-person  business  in  St.  Jill,  Missouri,  and  when  we  were 
helping  create  this  not  too  long  ago,  they  deal  in  agricultural  pes- 
ticides and  herbicides,  we  were  remarking  where  things  were  head- 
ed politically  in  this  country,  and  the  gentleman  laughed,  he  has 
actually  lived  in  Australia  and  was  born  and  reared  in  New  Zea- 
land and  he  says  you  all  are  way  behind  the  rest  of  the  world.  You 
are  doing  what  we  have  already  tried  and  has  failed  in  our  country, 
that  we  have  realized  that  bigger  and  bigger  Government  doesn't 
work,  higher  and  higher  taxes  don't  work  and  indeed,  we  are.  We 
are  sort  of  going  the  opposite  direction  from  much  of  the  rest  of  the 
world. 
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This  committee  hasn't  seen  it,  I  know  Chairman  Meyers  can 
have  it  available,  but  there  has  been  a  terrific  series  in  our  busi- 
ness journal,  Kansas  City  Business  Journal,  on  the  difficulties  and 
problems  with  small  business,  and  the  gentleman  in  the  first  series 
with  the  hard  hat  who  is  from  Payola,  Kansas  and  has  a  third-gen- 
eration construction  business,  Dennis  Curtainback,  is  one  of  my  cli- 
ents and  his  testimony,  while  very  practical,  is  very  eloquent  about 
the  problems  that  we  have,  both  on  taxation  and  regulation. 

Let  me  now  address  the  one  issue  we  don't  support,  and  it  is  not 
because  we  wouldn't  like  to,  but  we  just  don't  believe  we  can  afford 
it,  and  that  is  to  reduce  the  taxes  on  Social  Security. 

We  believe  that  this  is  one  area,  like  several  others,  where,  while 
the  relief  would  be  nice,  we  simply  can't  afford  it.  We  can't  afford 
it  because  our  deficit  has  grown  to  be  such  a  problem  and  our  defi- 
cit is  even  bigger,  as  we  all  know,  than  is  represented  due  to  ac- 
counting gymnastics,  no  offense. 

The  Government  pensions  are  not  accounted  for  like  our  private 
pensions  are  and  if  we  did  account  for  them,  the  civil  service  con- 
gressional military  pensions,  our  deficit  would  be  $1.5  trillion  big- 
ger than  it  is  represented  to  be.  It  is  $1.5  trillion  bigger  because 
there  is  no  trust  fund  for  these  pensions.  We  pay  for  it  every  year. 
There  are  no  savings,  so  it  is  another  form  of  tax. 

In  addition,  the  Social  Security  trust  fund,  as  we  know,  doesn't 
exist.  The  money  is  reallv  loaned  again  to  the  Federal  Government, 
and  that  is  another  $60  billion  a  year  which  further  masks  the  size 
of  the  Federal  deficit.  So,  while  we  wish  we  could  reduce  these 
taxes,  we  don't  really  believe  that  we  can. 

We  do  think  significant  money  could  be  saved  if  the  Federal  pen- 
sions were  brought  in  line  with  private  pensions.  This  past  5  years, 
the  IRS  has  been  attacking  defined  benefit  plans  sponsored  by 
small  business,  and  we  made  the  point  at  one  set  of  hearings  that 
these  were — it  was  an  attack  on  the  small  businessman  and  small 
plans  and  they  said,  no,  it  is  just  plans  maintained  by  small  busi- 
ness, and  we  never  were  quite  able  to  understand  the  distinction, 
but  the  IRS  has  lost  every  court  case.  They  haven't  given  up.  They 
have  lost  seven  cases  now,  and  their  main  issue,  their  two  main  is- 
sues, one  is  attacking  the  retirement  age  of  55. 

Well,  if  you  think  of  the  military  pension,  people  can  retire  at  38, 
so  if  the  IRS  is  allowed  to  attack  this  in  the  private  sector,  I  submit 
that  we  should  have  the  same  rules  in  the  public  sector  and  that 
our  Federal  pensions  need  to  be  examined,  and  they  are  one  source 
of  paying  for  some  of  these  problems,  not  that  they  should  be  any 
worse  than  the  private  sector,  but  there  are  many  areas  in  the  pen- 
sion law  where  Government  exempts  themselves  like  it  has  in 
other  areas  from  the  same  rules  that  apply  to  the  rest  of  us. 

The  final  point  that  I  would  like  to  make  is  that  our  law  is  just 
too  complex.  When  I  was  in  law  school,  the  Internal  Revenue  Code 
was  one  volume.  The  pages  of  pension  regulations  numbered  306. 
They  are  now  over  3,600  pages  of  pension  regulations. 

One  of  the  speakers  that  I  think  will  be  addressing  you  on  your 
last  day,  a  member  of  our  organization  from  Birmingham,  Ala- 
bama, Erlap  Bolinsky,  years  ago  started  counting  the  changes  in 
the  Federal  Tax  Code,  and  since  1976,  not  counting  that  act,  we 
have  had  over  10,000  changes  in  the  Tax  Code.  We  have  had  one — 
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on  the  average,  one  major  new  piece  of  legislation  every  9  months 
for  the  last  20  years  that  affect  pensions,  and  this  affects  the  re- 
tirement security  of  all  Americans. 

Our  current  pension  system  has  grown  so  complex  that  it  is 
about  to  collapse  of  its  own  weight.  We  don't  have  time  here  to  de- 
tail the  changes  we  think  are  necessary,  but  they  are  in  our  paper 
at  pages  15  to  17.  There  are  numerous  overburdens  and  conflicting 
policies. 

I  might  iust  mention  one.  In  the  1994  GATT  bill,  one  of  the  ways 
that  we  allegedly  paid  for  GATT  was  to  basically  eliminate  defined 
benefit  plans  for  small  businesses.  Like  I  say,  my  practice  we  had 
already  terminated  about  80  percent  of  them,  but  in  the  GATT  bill, 
there  is  a  provision  that  requires  you  on  lump  sum  distributions 
to  tie  the  amount  of  the  payout  to  the  Federal  Treasury  rate. 

In  the  past,  we  always  assumed  a  constant  amount,  so  we  had 
a  target,  we  knew  where  we  were  heading.  The  net  effect  of  that 
is  to  vary  by  100  percent  the  amount  of  pension  that  can  legally 
be  paid  out  of  these  plans.  Now,  big  business  can  tolerate  that  be- 
cause they  can  amortize  that  over  a  long  period  of  time.  A  small 
business  can't  do  that,  and  it  basically  eliminates  that  option  for 
small  business. 

So,  there  are  lots  of  these  little  things  that  are  hyper- technical. 
If  you  think  Section  89  was  bad  and  technical,  it  was  kid's  stuff 
compared  to  these  rules  and  they  just  need  to  be  dramatically  sim- 
plified. 

The  same  spirit  we  think  that  was  brought  to  Section  89  by  this 
committee  should  be  brought  to  our  Federal  pensions  in  general.  It 
is  the  most  serious  problem  we  have.  We  hear  all  the  time  that  we 
don't  save  enough  as  Americans.  We  don't  accumulate  enough  cap- 
ital, and  yet  those  laws  that  are  designed  to  help  us  save  for  our- 
selves and  our  retirement  are  penalizing  us  from  doing  this.  We 
have  many  clients  that  basically  are  terminating  these  plans  be- 
cause of  their  complexity. 

Again,  if  you  look  at  our  hard  hat  friend  in  our  newspaper  arti- 
cle, that  company,  and  I  have  worked  with  them  for  20  years,  used 
to  have  three  retirement  plans.  They  now  have  one.  As  we  say  in 
our  comments  here,  we  also  support  Subchapter  S  reform  in  great 
detail  as  several  of  the  speakers  have  mentioned.  In  particular,  we 
too  mention  the  ESOP. 

One  other  little  bit  of  thing  that  you  could  do  for  our  friends,  the 
accountants,  and  I  never  understood  why  this  was  done  in  the  first 
place,  if  you  would  eliminate  the  term  personal  service  corporation 
everywhere  it  appears  in  the  Internal  Revenue  Code  except  where 
it  is  required  for  accounting  purposes  in  Section  448,  and  we  men- 
tion the  details  in  our  report,  but  if  you  would  otherwise  eliminate 
it,  you  would  free  the  people  like  this  gentleman  up  and  us  dra- 
matically because  all  of  your  tax  returns  and  mine  are  due  on  a 
calendar  year.  Many,  many  now  of  our  business  returns  are  due  on 
a  calendar  year.  They  have  an  unbelievable  problem  handling 
these,  and  those  are  one  of  the  most  silliest  set  of  rules  that  were 
ever  enacted  back  in  1986  and  1987,  and  they  ought  to  be  just  out- 
right repealed. 

So,  in  conclusion,  I  would  like  to  say  we  very  much  appreciate 
the  opportunity  to  speak  to  you.  There  are  some  serious  problems 


18 

that  should  be  excised  from  our  Internal  Revenue  Code  and/or 
other  regulations  and  we  very  much  look  forward  to  that  happen- 
ing. 

Thank  you. 

Chairwoman  MEYERS.  Thank  you  very  much. 

[Mr.  Martin's  statement  may  be  found  in  the  appendix.! 

TESTIMONY  OF  RONALD  SANDMEYER,  JR.,  SANDMEYER  STEEL 
COMPANY,  PHILADELPHIA,  PENNSYLVANIA 

Chairwoman  Meyers.  Next  we  have  Ron  Sandmeyer,  who  is 
president  of  Sandmeyer  Steel  in  Philadelphia,  and  he  will  be 
speaking  for  the  National  Association  of  Manufacturers  and  for 
himself,  I  am  sure. 

Mr.  Sandmeyer.  Good  afternoon,  my  name  is  Ronald  Sandmeyer 
and  I  am  senior  vice-president  of  Sandmeyer  Steel  Company  in 
Philadelphia.  We  are  a  third  generation,  closely  held,  family  owned 
manufacturer  of  stainless  steel  plate  products  founded  by  my 
grandfather.  We  are  one  of  the  companies  that  have  managed  to 
survive  through  all  of  this  and  get  to  a  third  generation. 

The  NAM  is  a  voluntary  business  association  of  more  than 
13,000  firms  nationwide.  Members  range  in  size  from  the  very 
large  companies  that  employ  thousands  of  people  to  8,500  smaller 
company  members  who  have  fewer  than  500  employees  each.  Mem- 
ber companies  of  the  NAM  employ  85  percent  of  all  workers  in 
manufacturing  and  produce  more  tnan  80  percent  of  the  country's 
manufactured  goods. 

We  appreciate  the  opportunity  to  testify  today  regarding  the 
small  business  tax  proposals  that  are  included  in  the  Contract 
With  America,  and  to  discuss  further  improvements  having  an  im- 
pact on  small  manufacturing  investment  and  job  creation. 

We  won't  get  too  technical  today.  We  will  try  to  give  you  an  over- 
view of  what  we  have  concerns  about,  and  I  will  try  to  provide  the 
committee  with  some  examples  of  things  that  the  NAM  is  hearing 
from  NAM  members  specifically  related  to  the  recent  tax  increases 
on  small-  and  medium-sized  businesses  that  are  structured  as  S 
Corporations. 

NAM  has  several  concerns  about  the  Federal  tax  system  as  it  ex- 
ists today,  and  feels  it  has  a  number  of  grave  deficiencies.  We  have 
listed  several  items  in  our  written  testimony.  There  is  one  in  par- 
ticular I  would  like  to  highlight.  Business  taxpayers  who  are  manu- 
facturers are  in  capital  intensive  type  industries,  and  are  subjected 
to  the  alternative  minimum  tax.  As  a  result,  our  capital  recovery 
system  is  probably  amongst  the  worst  in  the  industrialized  world. 
This  is  a  major  problem  for  most  manufacturing  companies.  It  lim- 
its the  ability  of  many  companies  to  make  job  creating  investments. 

From  the  standpoint  of  the  small  manufacturers,  a  similar  prob- 
lem exists  with  successful  S  Corporations  whose  income  is  now  sub- 
ject to  top  marginal  tax  rates  that  are  at  least  five  points  higher 
than  the  rates  paid  by  our  Fortune  500  companies. 

Given  the  serious  problems  that  do  exist  today,  the  NAM  is 
pleased  to  note  that  the  Contract  With  America  contains  a  number 
of  suggested  changes  to  the  Nation's  tax  laws  that  would  address 
some  of  these  problems  in  a  positive  manner.  Some  of  the  things 
in  the  contract  that  do  this  we  think  are  cutting  the  capital  gains 
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tax  and  inflation  indexing  the  cost  basis  of  capital  assets.  The  NAM 
has  long  been  an  enthusiastic  supporter  of  such  changes. 

The  contract  tries  to  improve  the  depreciation  system  by  moving 
toward  the  economic  equivalent  of  expensing,  the  neutral  cost  re- 
covery system,  and  while  the  goal  I  think  is  good  here,  there  are 
a  number  of  overriding  issues  and  concerns  that  need  to  be  consid- 
ered. 

One  is  that  the  NCRS  doesn't  realistically  address  the  fact  that 
many  capital  intensive  taxpayers  end  up  trapped  in  the  AMT  any- 
way, so  more  appropriate  short-term  reform  might  be  a  substantial 
reduction  of  the  impact  of  AMT  on  depreciation,  or  even  better,  just 
outright  repeal  of  the  AMT.  As  a  long-term  goal,  as  was  mentioned 
by  some  of  our  earlier  speakers,  outright  expensing  is  probably 
more  desirable  than  anything.  Many  firms  are  forced  to  live  off 
their  cash  flow,  and  for  those  firms,  calculating  the  present  value 
of  a  future  stream  of  future  deductions  really  doesn't  generate  the 
spendable  funds  that  are  necessary  for  a  business  to  survive  today, 
this  year  and  next  year,  not  3  and  4  years  down  the  road. 

The  contract  also  does  furnish  some  relief  to  small  businesses  by 
expanding  the  estate  and  gift  tax  exemption  and  liberalizing  the 
amount  of  capital  investment  that  can  be  expensed  rather  than  de- 
preciated. There  are  some  omissions  here  though  that  we  think  are 
significant. 

First,  there  is  no  relief  provided  in  the  contract  from  the  exces- 
sively high  rates  of  tax  that  are  paid  by  the  shareholders  of  suc- 
cessful S  Corporations  on  income  that  is  retained  and  reinvested  in 
the  business.  Second,  while  the  proposed  increase  in  the  gift  tax  ex- 
emption is  a  positive,  it  is  still  relatively  low  in  our  opinion  and 
can  leave  the  heirs  of  family  businesses  with  estate  tax  bills  that 
could  force  the  liquidation  of  these  family  firms  to  generate  the 
cash  required  to  satisfy  the  estate  tax  bill.  We  believe  this  is  one 
of  the  primary  reasons  why  it  is  so  difficult  and  so  unusual  today 
to  see  closely  held  family  businesses  still  existing  into  the  second 
and  third  generations. 

Third,  let  me  comment  on  the  expensing  provision.  In  our  opin- 
ion, when  we  are  talking  with  capital  intensive  type  manufactur- 
ers, the  way  it  is  structured  now  is  almost  irrelevant  because  the 
expensing  provision  is  reduced  dollar  for  dollar  once  capital  ex- 
penditures in  a  given  tax  year  exceed  $200,000.  For  us,  that  is  an 
absurdly  low  amount  when  one  considers  the  capital  required  to 
start  up  and  run  a  manufacturing  based  business. 

In  many  companies,  even  the  smallest  machine  necessary  to  re- 
main competitive  is  well  into  the  hundreds  of  thousands  of  dollars 
to  acquire.  At  our  company  in  particular,  our  capital  expenditures, 
even  in  a  low  year,  exceed  this  $200,000  threshold,  so  we  have 
never  been  able  to  take  advantage  of  the  expensing  provision  and 
really  it  provides  no  incentive  to  us  for  additional  investment. 

Furthermore,  you  may  not  be  aware,  but  you  should  be,  that 
automobiles  and  trucks  can't  be  expended  under  this  expensing 
provision.  That  is  not  a  real  big  issue  for  us,  but  for  very  small 
businesses,  vehicles  necessary  to  deliver  and  pick  up  products  are 
sometimes  critically  important,  and  they  should  fall  under  this 
expensing  provision. 
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So,  we  strongly  urge  that  you  address  these  three  problems  as 
part  of  the  contract's  package  for  small  business  reform. 

Since  one  of  the  objectives  of  the  hearing  today  is  to  look  beyond 
the  100-day  contract,  I  would  like  to  elaborate  on  a  little  bit  on  the 
rates  assessed  S  Corporations.  More  than  100,000  American  small 
manufacturers  are  structured  as  S  Corps,  and  this  issue  of  rates 
is  critically  important  to  them.  S  Corporations  are  not  taxed  di- 
rectly, as  you  probably  know.  Instead  the  taxable  income  of  these 
companies  flows  through  to  the  shareholder  owners  and  the  share- 
holders then  are  taxed  at  their  individual  tax  rates.  When  this  hap- 
pens, they  are  taxed  even  though  company  profits  may  not  actually 
be  distributed  to  them,  but  rather  are  retained  and  reinvested  in 
the  company. 

The  significant  increase  in  the  individual  rates  has  had  a  dis- 
proportionate and  unfair  impact  on  small  manufacturers  operating 
as  S  Corporations.  When  one  considers  the  increase  in  personal  tax 
rates,  surcharges,  phaseout  of  deductions,  et  cetera,  the  Federal  in- 
come taxes  imposed  on  successful  S  Corporation  shareholders  have 
skyrocketed  from  28  percent  to  nearly  40  percent.  What  this  does, 
is  it  just  means  more  profits  that  otherwise  could  be  retained  in 
the  business  have  to  be  paid  out  to  the  shareholders  as  a  conduit 
for  flowing  the  money  through  to  Uncle  Sam  to  pay  the  higher  in- 
come taxes.  That  is  money  that  is  being  sent  to  Washington  that 
otherwise  could  be  retained  in  the  business  and  used  to  invest  in 
additional  equipment  or  hire  additional  employees. 

We  understand  the  administration  claimed  when  these  increases 
were  enacted  that  only  4  percent  of  small  businesses  were  going  to 
be  impacted.  We  don't  necessarily  agree  with  the  way  this  was  cal- 
culated, but  I  think  our  point  is,  the  businesses  that  are  affected 
by  the  increase  are  the  businesses  who  are  successful  businesses 
who  are  providing  multiple  jobs.  They  are  not  the  businesses  that 
are  employing  one  person,  the  owner  only. 

The  businesses  that  are  being  impacted  are  the  small  to  medium- 
sized  businesses  that  do  provide  and  create  jobs  and  this  tax  in- 
crease really  is  penalizing  success  and  growth.  So,  what  has  been 
the  real  world  impact  of  the  increase?  Well,  last  January,  NAM 
surveyed  1,000  of  our  S  Corporation  members.  Half  of  them  antici- 
pated the  increase  would  result  in  a  decrease  in  their  investment 
and  a  third  predicted  that  the  level  of  jobs  that  they  would  other- 
wise have  adued  would  be  reduced. 

Now  we  are  a  year  down  the  road  and  we  are  starting  to  see  real 
life  examples  of  what  has  happened.  Let  me  just  take  a  minute 
here  to  read  a  couple  of  notes  that  have  been  sent  to  NAM  from 
members.  A  180  employee  wood  products  firm  in  Wisconsin  has 
written  NAM  that  their  increase  in  taxes  was  $70,000,  all  of  which 
otherwise  would  have  been  invested  in  capital  improvements.  Their 
comment  is  why  reinvest  with  the  Federal  Government  taking 
more  taxes.  Currently  they  are  looking  at  importing  from  China 
with  no  investment. 

A  130  employee  construction  company  from  Maryland  stated 
their  increased  taxes  resulting  in  their  not  carrying  as  much  inven- 
tory, which  reduced  their  sales  potential,  resulting  in  them  not  hir- 
ing two  or  three  positions  in  their  unionized  work  force  that  they 
otherwise  would  have  added.  A  290  employee  electrical  products 
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manufacturer  in  New  York  delayed  buying  new  equipment  because 
of  a  $76,000  tax  increase  and  an  estimated  $186,000  increase  in 
1994.  The  equipment  would  have  produced  a  specialty  product  of 
which  50  percent  would  have  been  exported  mostly  to  Japan. 

A  100  employee  Ohio  manufacturer  in  a  woodworking  machinery 
got  hit  for  an  additional  $161,000.  They  claim  that  this  cash  flow 
drain  resulted  in  their  not  hiring  an  additional  three  to  four  em- 
ployees and  not  purchasing  new  equipment  to  compete  with  foreign 
competition.  In  our  own  company  last  year,  we  eliminated  our  den- 
tal plan  and  reduced  our  company  contribution  to  our  40 IK  plan 
partly  because  of  our  concerns  of  the  increased  tax  bill.  To  further 
help  our  own  cash  flow,  we  spent  at  least  $100,000  less  on  new 
equipment  in  1994  than  we  had  historically  spent  in  prior  years. 
As  a  side  bar,  I  agree  wholeheartedly  with  ATs  comments  about  the 
401K  plan,  defined  benefit  plan,  pension  plan  revisions.  It  is  a 
nightmare  for  us,  as  a  company  with  165  employees,  to  try  to  main- 
tain a  defined  benefit  pension  plan  and  a  401K  plan  and  keep  in 
compliance  with  the  constantly  changing  rules  and  regulations  in 
that  area. 

So,  the  list  goes  on  and  on,  and  the  worst  part  of  the  story  I 
think  is  that  a  lot  of  these  companies  are  just  realizing  now  how 
much  of  a  hit  they  have  really  taken.  We  have  had  first  year  spe- 
cial phase-in  rules  that  have  resulted  in  the  impact  in  the  first 
year  being  spread  over  more  than  the  first  year,  and  we  are  just 
starting  to  pay  the  tab  for  some  of  these  increases  now,  so  the  re- 
sult is  a  dramatically  reduced  cash  flow,  and  in  some  instances  a 
heightened  need  to  borrow  funds  now,  just  when  interest  rates  are 
going  up  and  credit  is  becoming  more  expensive  to  obtain.  So  small 
manufacturers  around  the  country  are  telling  NAM  that  perhaps 
the  real  impact  of  this  thing  on  their  plant  and  equipment  invest- 
ments is  yet  to  come.  It  may  be  this  year,  toward  the  end  of  1995, 
that  we  are  going  to  start  seeing  the  real  effects.  So,  we  think  any 
changes  in  the  tax  law  must  address  this  issue  if  economic  growtn 
is  considered  paramount. 

In  closing,  we  have  two  additional  recommendations.  Any  tax 
cuts  enacted  as  part  of  the  contract,  we  hope,  are  fully  funded  by 
offsetting  spending  reductions.  Failure  to  do  so,  we  are  concerned, 
could  lead  to  a  rise  in  interest  rates  that  would  just  negate  any  of 
the  positive  effects  of  the  tax  cuts.  While  many  of  the  contract's 
provisions  are  desirable  in  the  short  run,  in  some  respects,  they  are 
a  bit  of  a  piecemeal  approach  which  leave  many  of  the  problems 
of  the  current  Federal  tax  system  which  are  outlined  in  the  begin- 
ning of  our  written  testimony  substantially  unresolved.  So  we  hope 
that  you  don't  lose  sight  of  the  continuing  need  to  look  at  a  more 
comprehensive  overhaul  of  the  whole  Federal  tax  system. 

That  concludes  our  testimony,  Madam  Chair.  Thank  you  very 
much.  We  would  be  happy  to  answer  any  questions  when  we  are 
finished. 

[Mr.  Sandmeyer's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Thank  you  very  much.  Next  we  have  with 
us  Mr.  John  Wharton  who  is  director  of  finance  of  the  Miller  and 
Long  Company  of  Maryland  and  he  will  be  representing  the  Associ- 
ated Builders  and  Contractors,  and  we  are  glad  to  have  you  here. 
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TESTIMONY  OF  JOHN  WHARTON,  MILLER  AND  LONG, 
BETHESDA,  MARYLAND 

Mr.  Wharton.  Thank  you,  Madam  Chairman.  Madam  Chair,  Mr. 
LaFalce,  members  of  the  committee,  as  I  said,  I  am  John  Wharton, 
director  of  finance  of  Miller  and  Long  Company  of  Maryland.  We 
are  a  concrete  subcontractor  located  in  Bethesda,  Maryland.  I  am 
here  further  representing  the  Associated  Builders  and  Contractors, 
ABC. 

ABC  is  a  national  trade  association  representing  over  17,500 
general  contractors,  subcontractors,  suppliers,  and  related  parties 
who  choose  to  operate  as  nonunion  companies.  Since  over  80  per- 
cent of  the  construction  force  in  this  country  does  not  choose  to  op- 
erate as  a  union  company,  we  are  proud  to  be  their  voice. 

I  would  like  to  echo  my  endorsement  of  what  has  been  said  here 
by  many  of  the  members  of  these  panels.  You  have  my  written  tes- 
timony, and  I  would  like  to  just  emphasize  with  my  verbal  words 
the — some  of  the  differentiations  from  what  has  been  said  before. 

Primarily  one  of  the  things  that  we  are  interested  in  is  the  bur- 
den that  has  been  put  on  contractors  by — in  the  1986  tax  bill  by 
the  percentage  of  completion  method  being  applied  to  all  contrac- 
tors and  the  look-back  method  that  has  resulted  from  that. 

There  was  supposed  to  be  a  de  minimis  rule  in  place,  but  because 
the  alternative  minimum  tax  is  encountered  by  almost  every  con- 
tractor, that  in  essence  has  gone  out  the  window  and  little  contrac- 
tors who  do  not  have  staff  to  do  the  calculations  must  figure  a  per- 
centage of  completion  on  every  job  that  they  do  and,  for  instance, 
on  a  painting  contractor,  that  may  be  hundreds  of  iobs  during  a 
year.  The  administrative  burden  is  just  terrible,  and  the  IRS  has 
stated  that  the  look-back  requirement  is  revenue  neutral  so  it  is 
not  any  big  money  appearing  from  this,  but  the  administrative 
costs  to  the  individual  contractor  is  all  out  of  proportion  and  rep- 
resents in  essence  a  great  increase  in  his  expenses. 

We  would  ask  that  the  intent  of  Congress  in  eliminating  the 
look-back  method  and  even  the  percentage  of  completion  method 
for  companies  who  do  business  up  to  $10  million  be  reiterated  and 
it  not  be  allowed  even  for  the  alternative  minimum  tax. 

I  am  a  CPA  by  profession  and  many  of  my  colleagues  who  are 
still  in  the  business  who  have  small  clients  tell  me  that  compliance 
is  very  much  lacking  there,  that  many  of  these  little  contractors 
are  not  even  aware  of  the  law.  They  continue  to  report  on  their 
taxes  and  only  when  they  come  and  get  professional  help  do  they 
realize  that  for  maybe  the  last  2  years  they  have  been  erroneously 
sending  in  tax  returns  based  on  a  completing  contract  method  or 
cash  method  that  they  were  in  before  the  1986  rule.  To  go  back  and 
redo  those  is  a  terrific  financial  burden  for  these  small  contractors. 

The  other  major  area  that  we  are  interested  in  is  the  Subchapter 
S  corporations  reforms.  Almost  all  of  our  members  operate  Sub- 
chapter S  corporations  and,  as  has  been  stated  here  by  members 
of  tne  panel  before,  they  need  to  be  completely  renovated. 

One  of  the  things  that  we  would  request  is  that  more  than  one 
class  of  stock  be  allowed  for  Subchapter  S  corporations.  Oftentimes 
in  estate  planning,  you  may  want  to  bring  in  a  preferred  stock  to 
freeze  the  value  of  the  corporation  for  the  retiring  member  of  the 
family  and  let  the  ongoing  members  of  the  family  take  the  common 
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stock.  This  is  not  allowed  because  of  the  requirement  that  only  one 
class  of  stock  be  allowed  for  Subchapter  S  corporations. 

Safe  harbor  straight  debt  should  be  expanded  to  permit  convert- 
ible debt  and  to  permit  current  ineligible  shareholders  to  hold  that 
debt.  For  instance,  if  debt  has  a  convertible  feature  in  it  and  is 
given  as  a — as  collateral  to  a  bank,  a  bank  is  not  eligible  to  hold 
that  sort  of  stock,  that  sort  of  debt,  and  that  would  preclude  this 
type  of  financing  for  this  Subchapter  S  corporation. 

In  addition,  we  believe  that  S  corporations  should  be  allowed  to 
own  C  corporations,  regular  corporations.  Right  now  if  you  own 
more  than  79  percent  of  a  C  corporation,  you  are  precluded  from 
being  an  S  corporation. 

Many  of  our  contractors  that  are  basically  in  the  asbestos  abate- 
ment field  feel  that  there  is  great  liability  there  for  this  type  of 
work  and  they  would  prefer  to  have  a  limited  liability  on  this  tvpe 
of  work  and  would  like  to  set  up  a  separate  corporation  to  do  this. 
Under  the  current  rules,  they  are  not  allowed  to  follow  this  course 
of  action. 

Tax-exempt  organizations  like  pension  plans  and  employee  stock 
owner  plans  should  be  eligible  to  be  S  corporation  shareholders. 
This  gives  another  tool  to  the  individual  who  wants  to  provide  his 
workers  with  ownership  in  the  company  but  is  not  now  allowed  to 
do  so. 

One  other  item  that  has  not  been  mentioned  here  today  is  the 
reform  of  the  targeted  jobs  tax  credit.  This  program,  as  you  know, 
allows  individuals  to  hire — hire  individuals  that  would  be  difficult 
to  employ,  such  as  ex-convicts  and  others,  and  the  Congress  has 
deemed  it  beneficial  to  try  to  hire  these  individuals  and  gives  a  jobs 
tax  credit. 

Unfortunately,  the  requirements  for  the  precertification  and 
other  administrative  work  that  has  to  go  on  with  this  almost  pre- 
cludes it  from  being  used.  In  a  construction  project  that  you  only 
have  a  few  weeks  on  a  particular  job,  by  the  time  you  get  a  guy 
certified,  the  job  is  over  and  you  have  no  chance  to  hire  him.  We 
would  ask  that  the  individual  be  allowed  to  go  to  work  and  that 
the  certification  be  completed  at  a  later  date,  so  that  this  burden 
could  be  avoided. 

Capital  gains  and  neutral  cost  recovery  has  been  addressed  by  a 
number  of  people  here.  Obviously  the  construction  industry  is  very 
heavy  into  capital  expenditures.  We  will  endorse  what  has  already 
been  said.  I  will  leave  you  to  look  at  my  written  testimony  to  get 
the  details  of  that. 

In  conclusion,  Madam  Chairman,  on  behalf  of  Miller  and  Long 
and  Associated  Builders  and  Contractors,  I  urge  this  committee  to 
take  a  serious  look  at  the  effects  of  some  of  these  onerous  tax  bur- 
dens on  the  construction  industry  and  on  small  businesses  in  every 
industry. 

The  look-back  rule  and  percentage  completion  which  is  revenue 
neutral  and  imposes  excessive  burdens  on  the  construction  industry 
should  not  be  applied  to  small  contractors.  S  corporation  reform 
should  be  enacted  to  restore  the  Subchapter  S  election  as  a  viable 
choice  for  small  businesses. 

The  targeted  jobs  tax  credit  should  be  restored  in  a  reformatted 
version  making  it  simpler  to  use  for  the  small  businessman.  Other 
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tax  credits  should  be  instituted  to  provide  incentives  for  small  busi- 
nessmen to  provide  private  training  programs  for  their  employees. 

ABC  has  a  training  program  called  the  Wheels  of  Learning  that 
is  giving  many  individuals  a  chance  to  enter  the  industry  and  get 
complete  training.  It  is  Department  of  Labor  approved  and  we 
would  urge  that  tax  credits  be  given  for  training  workers  in  these 
fields. 

ABC  welcomes  the  opportunity  to  work  with  members  of  the 
committee  and  others  in  Congress  who  believe  that  now  is  the  time 
to  make  critical  improvements  in  the  tax  laws. 

This  concludes  my  prepared  testimony,  but  I  will  be  more  than 
happy  to  take  questions. 

[Mr.  Wharton's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  All  right.  We  appreciate  your  testimony 
very  much  and  that  of  all  the  witnesses,  and  I  would  like  to  call 
on  first  the  Republicans,  then  the  Democrats  in  order  of  their  ar- 
rival at  the  committee.  To  start  the  questioning,  I  will  call  on  Mr. 
Zach  Wamp. 

Mr.  Wamp.  Thank  you,  Madam  Chairman.  I  would  like  to  throw 
three  questions  out  to  anyone  who  wants  to  tackle  these  three 
questions,  two  directly  related  to  the  contracting  and  the  third  sort 
of  is  based  on  each  of  your  focusing  today  on  so  many  tax  items. 

I  would  like  to  ask  you  if  you  all  would  please,  representing  your 
membership,  comment  on  the  tort  reform  provisions  in  the  contract 
in  more  specific  detail  exactly  what  you  believe  the  benefits  will  be 
long  term  to  our  tort  reform  proposals  in  the  contract;  second,  what 
your  membership's  position  is  on  the  balanced  budget  amendment, 
specifically  the  tax  limitation  provisions  of  the  balanced  budget 
amendment,  and  then  third,  while  this  is  a  wild  card  and  not  di- 
rectly related  to  the  contract,  each  of  you  talked  about  tax  benefits 
in  the  future,  what  your  membership  may  have  in  mind  with  re- 
gard to  this  discussion  that  is  beginning  on  the  possibility  of  a  flat 
tax  in  the  future. 

I  know  that  is  three  big  issues,  but  if  you  would  give  me  your 
thoughts  on  those  three  please  in  as  short  a  time  as  possible. 

Mr.  Satagaj.  One-word  answers:  Yes,  no,  yes. 

Mr.  Motley.  Maybe  we  will  have  some  order  to  it.  On  tort  re- 
form, I  think  that  that  is  something  that  our  membership  is  look- 
ing forward  to  with  a  great  deal  of  expectation  and  it  will  not  be 
very  difficult  for  us  to  get  them  involved  in  trying  to  accomplish 
this,  so  we  are  very  supportive  of  what  is  in  the  contract  in  that 
area. 

Our  membership  has  always  supported  a  balanced  budget  and 
they  have  for  at  least  the  last  10  years  supported  the  tax  limitation 
version  of  the  balanced  budget  amendment.  Although  in  a  recent 
poll  that  we  just  completed  in  December,  about  90  percent  would 
like  to  have  a  balanced  budget  amendment  even  if  they  could  not 
get  one  with  tax  limitation  in  it  so  their  first  choice  is  tax  limita- 
tion, second  would  be  a  constitutional  majority,  and  then  third, 
they  would  take  anything  to  help  restrain  Government  spending. 

In  terms  of  a  flat  tax  or  revamping  the  system,  I  think  that  one 
thing  that  you  heard  from  this  entire  panel  is  the  complexity  of 
this  tax  system  that  we  have  is  extremely  frustrating.  So,  we  need 
to  look  at  ways  to  simplify  it. 


25 

A  flat  tax  is  one  of  the  ways  that  you  can.  There  are  other  sug- 
gestions that  are  out  there.  I  think  most  people  who  represent  indi- 
vidual industries  will  tell  you  that  they  are  going  to  have  to  run 
the  numbers.  For  instance,  how  are  the  realtors  and  the  home 
builders  going  to  react  if  you  eliminate  the  deduction  for  mortgage 
interest  payments?  How  are  labor-intensive  firms  going  to  react  if 
you  don't  allow  them  to  deduct  the  cost  of  the  labor. 

So,  every  industry  is  going  to  look  at  it  from  its  own  standpoint, 
but  in  terms  of  taking  a  look  at  a  flat  tax  to  simplify  the  tax  code, 
it  is  certainly  something  that  is  long  overdue.  We  have  polled  the 
flat  tax  in  a  vacuum — in  other  words,  no  other  choices — and  68  per- 
cent of  our  membership  would  favor  one. 

Mr.  Satagaj.  To  answer  your  question,  I  always  thought  my 
tombstone  for  the  longest  time  would  read,  "he  worked  on  product 
liability  and  he  worked  on  independent  contractor  issues."  Mr.  Sisi- 
sky  left.  I  think  we  are  still  going  to  be  dealing  with  independent 
contractors,  but  we  may  get  product  liability  reform  off  my  tomb- 
stone, so  we  are  very  supportive  of  tort  reform. 

The  balanced  budget  amendment,  like  John,  we  prefer  the  60 
percent.  The  paramount  concern  we  have  is  that  we  do  something 
that  is  fiscally  responsible.  That  clearly  was  the  theme  of  my  testi- 
mony here  today.  It  is  better  we  do  something  than  not  do  some- 
thing overall  with  regard  to  that. 

On  the  flat  tax,  I  think  similar  concerns  as  John  expressed.  We 
just  set  up  a  task  force  to  figure  out  what  the  heck  this  means  to 
us,  whether  a  flat  tax  versus  consumption  taxes,  we  got  to  sort  that 
all  out.  We  historically  have  always  believed  to  the  extent  the  Tax 
Code  is  going  to  do  things,  it  should  do  things  to  help  small  busi- 
ness. 

We  just  finished  testifying  that  we  all  like  direct  expensing.  Well, 
flat  tax — direct  expensing  isn't  in  a  flat  tax  so  you  have  to  reconcile 
the  simplicity  issues  versus  whether  you  are  going  to  provide  in- 
centives. John  mentioned  two  particular  industries  that  benefit 
from  one  particular  one.  I  don't  think  anybody  has  an  answer,  to 
be  honest,  at  least  in  the  small  business  community. 

Mr.  Motley.  I  think  you  have  to  throw  payroll  taxes  into  consid- 
erations. Cohen  made  tne  point  that  most  small  businesses  in  this 
country  today  pay  more  in  payroll  taxes  than  they  pay  in  all  other 
taxes  combined,  and  if  we  don't  take  a  look  at  the  impact  of  payroll 
taxes  when  we  go  out  to  reform  the  tax  system,  and,  as  far  as  I 
know,  the  flat  tax  proposals  that  are  on  the  table  don't  do  anything 
with  payroll  taxes,  so  it  is  a  big  question. 

Ms.  Kerrigan.  From  our  perspective  of  our  organization,  we  do 
support  the  tort  reform  elements  in  the  Contract  With  America.  It 
seems  if  your  business  involves  any  risk,  first  of  all,  which  it  inher- 
ently does,  it  is  not  a  matter  of  when  it  will  happen,  but  how  much 
it  will  cost,  so  anything  that  can  be  done  to  rein  in  and  provide  a 
sound  check  to  frivolous  lawsuits  we  would  support. 

Including  the  product  liability  reform  in  the  contract,  prior  no- 
tice, the  strikes  suit  reform,  honesty  in  evidence,  and  lawyer  ac- 
countability, all  those  elements  that  are  in  the  contract,  we  think 
are  good  a  step  forward  on  that  front.  We  are  very  supportive  as 
the  other  groups  of  the  balanced  budget  amendment  with  the  tax 
limitation  provision.  That  would  be  our  best  position  that  we  would 
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go  for.  Although  we  think  if  the  BBA  comes  out  by  itself,  that  it 
would  be  a  great  step  forward,  but  the  balanced  budget  amendment 
with  the  tax  limitation  is  critical. 

Chairwoman  Meyers.  Could  you  all  be  very  brief  in  your  an- 
swers, please,  because  that  was  a  very  extensive  question. 

Mr.  Wamp.  Sorry,  Madam  Chair. 

Chairwoman  Meyers.  Somewhere  in  there  between  yes,  no,  and 
yes. 

Ms.  Kerrigan.  We  lost  it.  Simpler  and  easier,  the  flat  tax,  we 
think  just  discussion  of  that  is  moving  in  the  right  direction  and 
we  are  supportive  of  components  of  the  flat  tax,  but  there  are  other 
elements  to  take  into  consideration. 

Mr.  LaFalce.  May  I  have  a  parliamentary  inquiry,  Madam 
Chair?  It  is  my  understanding  based  upon  statements  you  made  at 
the  previous  meeting  that  you  intended  the  5-minute  rule  to  be  ap- 
plicable to  both  to  the  questions  and  the  answers. 

Chairwoman  Meyers.  That  is  true,  I  did.  So,  I  wonder  if  I  could 
ask  the  following  four  people  if  they  would  respond  to  Mr.  Wamp's 
question  in  writing. 

[The  information  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  If  you  don't  mind  dropping  us  a  note  and 
then  on  the  next  question  that  is  quite  so  sweeping,  I  am  going  to 
start  at  other  end  of  the  table  with  Mr.  Wharton. 

I  would  like  to  call  on  Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you,  Madam  Chair.  Mr.  Motley,  is  it  true 
you  had  a  moustache  for  40  years  and  said  you  would  only  shave 
it  when  the  Republicans  gained  control  of  the  Congress? 

Mr.  Motley.  Only  when  I  turned  50,  would  I  shave.  I  looked 
older. 

Mr.  LaFalce.  Let  me  make  a  few  points.  I  will  try  to  do  this  in 
the  best  bipartisan  sense.  First  of  all,  the  gentleman  to  my  right 
mentioned  tort  reform,  which  is  beyond  the  scope  of  this  hearing, 
but  a  very  important  subject. 

I  just  want  to  point  out  that  our  committee,  the  Small  Business 
Committee,  had  more  hearings  on  the  subject  of  tort  reform  in  the 
past  many  years  than  all  the  other  committees  of  the  House  and 
the  Senate  combined  times  10.  That  I  introduced  in  the  late  1970's 
the  first  Federal  uniform  tort  reform  bill.  I  was  opposed  at  that 
time  by  the  U.S.  Chamber  of  Commerce  and  by  the  Republicans. 
The  dissenting  opinion  was  written  by  a  young  member  of  my  com- 
mittee at  that  time,  Dan  Quayle,  because  that  was  the  province  of 
State  government,  not  the  Federal  Government.  So,  there  is  no 
vested  right  to  wisdom.  We  have  to  work  on  these  issues  together. 

Second,  on  the  subject  of  the  Contract  With  America,  especially 
to  the  freshman  Republicans,  I  honestly  don't  think  too  many 
Americans  were  aware  of  the  Contract  With  America  or  if  they 
were  aware  of  the  Contract  With  America,  they  weren't  too  aware 
of  the  specific  provisions  in  it.  To  the  extent  they  were  aware  of  it, 
I  think  they  thought  you  were  entering  a  contract  with  them  for 
responsible  Government.  I  think  that  underlying  theme — a  contract 
for  responsible  Government — transcends  any  specific  provision. 

We  heard  the  complexity  of  the  Tax  Code  enunciated  today.  Most 
of  what  the  individuals  were  clamoring  for  is  not  even  contained 
in  the  Contract  With  America.  The  Subchapter  S  provisions.  They 
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are  not  mentioned.  The  dealing  with  the  Social  Security  payroll 
tax.  That  is  not  in  it,  et  cetera. 

Most  importantly,  I  don't  know  how  we  can  act  responsibly  if  we 
tackle  these  complex  issues  and  all  the  other  complex  issues  within 
100  days.  We  are  almost  destined  to  act  irresponsibly  if  we  act  on 
all  these  issues  within  100  days.  You  can't  say  that  publicly.  You 
can  say  that  to  your  leaders  within  your  own  private  conferences. 
If  you  share  that  thought  with  me,  I  hope  you  will,  otherwise  we 
are  going  to  get  atrocious  legislation  passed.  Goodwilled  legislation, 
but  atrocious  in  effect  and  consequence. 

I  personally  have  long  felt  that  dealing  with  the  payroll  tax  is 
the  most  important  thing  we  could  do  for  equity  for  all  Americans 
and  small  business  in  particular.  We  did  something  the  very  first 
day  we  were  in  session  that  made  that  much  more  difficult,  though, 
because  we  passed  a  rule  that  said  if  you  want  an  increase  in  in- 
come tax  rates,  you  have  to  have  a  three-fifths  vote,  but  if  you 
want  an  increase  in  any  other  type  of  tax,  it  is  just  a  majority  vote. 
That  skews  it. 

I  argued  that  it  was  unconstitutional  and  undemocratic.  Those 
are  two.  But  I  argued  it  is  unfair  because  that  makes  it  more  dif- 
ficult for  us  to  deal  with  some  of  the  primary  problems  such  as  re- 
gressive taxes.  That  was  a  big,  big  mistake. 

Also,  one  of  the  problems  in  our  Tax  Code  right  now  is  that  we 
have  an  automatic  tax.  The  income  tax  is  not  automatic,  but  the 
Social  Security  payroll  tax  is  automatic.  You  see,  as  the  benefits  go 
up,  the  tax  goes  up  automatically. 

One  of  the  first  things  we  ought  to  do  is  deal  with  that,  but  you 
can't  deal  with  that  automatic  tax  increase  unless  you  have  some- 
thing to  compensate  for  it,  and  what  are  you  going  to  have  com- 
pensate. It  is  difficult  to  have  three-fifths  in  order  to  get  an  in- 
crease in  the  income  tax  rate — one  of  the  alternatives  in  any  event 
of  compensating  for  it. 

You  certainly  can't  deal  with  the  problem  if  you  are  going  to  less- 
en or  eliminate  the  tax  on  Social  Security  benefits,  at  least  on 
those  benefits  that  have  not  yet  been  taxed,  as  one  of  the  gentle- 
men pointed  out.  Even  though  it  is  in  the  contract,  don't  go  for  it. 

It  is  interesting — too,  I  think  the  most  important  thing,  and  a 
number  of  you  said  the  most  important  thing,  is  the  payroll  tax. 
It  is  not  in  the  contract,  but  most  importantly,  ladies  and  gentle- 
men, it  is  not  in  any  of  your  prepared  testimony.  Mr.  Cohen  you 
brought  it  up.  It  is  not  in  your  prepared  testimony.  Here  you  talk 
about  tax  policy.  In  small  business  you  say  the  most  important 
thing  is  the  Social  Security  payroll  tax  and  not  one  of  you  has  it 
in  your  prepared  testimony. 

Chairwoman  Meyers.  Well,  I  think  maybe,  Mr.  Chairman — 10 
years  habit  is  a  hard  thing  to  break. 

Mr.  LaFalce,  I  think  one  thing  that  maybe  made  them  mention 
some  things  like  Subchapter  S,  and  some  of  these  other  issues  that 
are  outside  the  contract  is  because  I  said  to  them  at  the  beginning 
that  we  would  like  to  have  them  mention  the  big  picture  and  what 
was  important  to  them. 

Mr.  LaFalce.  I  think  you  are  missing  the  point.  I  don't  quarrel 
with  the  fact  that  they  mentioned  it.  I  quarrel  with  the  fact  that 
it  is  so  important  it  wasn't  in  the  contract  and  yet  it  is  so  impor- 
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tant  it  wasn't  even  in  their  prepared  testimony,  and  if  we  enact  the 
Contract  With  America  and  its  provisions,  we  preclude  or  make 
much  more  difficult  meaningful  action  on  measures  that  the  small 
business  community  in  fact,  thinks  are  more  important  than  many 
of  the  provisions  within  the  contract. 

Chairwoman  Meyers.  Well,  I  think  that  is  one  reason  why  we 
are  here  today,  and  I  have  talked  with  Bill  Archer,  Chairman  of 
Ways  and  Means,  and  I  hope  you  will  convey  to  Sam  Gibbons  the 
Ranking  Member  of  Ways  and  Means  what  really  and  truly  is  im- 
portant to  small  business,  and  I  think  we  had  heard  that  the  issues 
in  the  Contract  With  America  are  extremely  important  to  small 
business.  There  are  others  that  may  be  equally  important. 

I  think  also  I  would  like  to  comment  that  the  Congress  is  not 
going  to  go  out  of  session,  much  as  you  might  all  wish  it,  after  the 
first  100  days.  We  are  going  to  be  around  here  and  there  are  other 
issues  that  we  are  going  to  be  addressing,  but  I  think  the  contract, 
it  is  important  that  we  deal  with  it  and  in  a  timely  way. 

Finally,  I  would  say  to  all  of  you  that  the  Contract  With  America, 
the  cost  and  it  has  been  scored,  I  believe,  by  CBO  as  costing  $146 
billion  over  5  years.  Even  if  you  say  it  really  should  be  more  than 
that,  maybe  $150  billion  or  more  than  that  over  5  years,  I  would 
like  to  call  to  your  attention  that  the  Kasich  budget  passed  by  vir- 
tually by  every  Republican  not  passed  out  of  Congress,  voted  tor  by 
virtually  every  Member  of  Congress,  in  the  last  session  saved  $176 
billion  over  5  years. 

I  do  believe  it  is  going  to  be  enormously  difficult,  but  I  think  we 
can  get  there  from  here,  and  I  think  we  can  get  there  from  here 
and  cut  spending  first  and  do  it  in  a  fiscally  responsible  manner. 

Next  I  would  like  to  call  on  Mr.  Bartlett. 

Mr.  Bartlett.  I  want  to  thank  the  members  of  the  panel  who 
came  and  for  your  testimony.  I  come  not  from  a  political  back- 
ground, but  from  a  professional  business  background.  I  built  homes 
and  did  land  development,  and  we  did  that  for  10  years,  so  I  can 
really  identify  with  where  you  all  are  coming  from. 

Several  of  you  have  mentioned  the  independent  contractor.  Could 
you  provide  for  the  record  your  definition?  You  know  the  great  wis- 
dom of  America  is  not  down  here  inside  the  Beltway.  So,  if  you 
could  provide  for  us  your  definition  of  what  an  independent  con- 
tractor is,  that  might  nelp  in  legislation  here. 

[The  information  may  be  found  in  the  appendix.] 

Mr.  Bartlett.  Several  of  you  mentioned  Social  Security  and  its 
relationship  to  the  deficit.  Now,  I  understand  that  there  is  no  So- 
cial Security  trust  fund,  that  that  bin  is  just  full  of  IOU's,  all  that 
money,  $59  billion  last  year,  and  we  make  the  perfectly  silly  state- 
ment that  the  Social  Security  surplus  offsets  the  deficit.  It  does  no 
such  thing.  It  simply  represents  another  kind  of  debt  that  we  owe 
that  is  outside  the  budget.  But  strictly  speaking,  the  Social  Secu- 
rity program  should  not  be  a  part  of  the  deficit. 

It  is  other  debt  that  we  owe,  but  it  is  not  a  part  of  the  generally 
recognized  debt,  and  I  think  Social  Security  is  a  contract  that  Gov- 
ernment has  made  with  the  people  who  pay  into  it,  and  we  need 
to  set  it  aside  when  we  are  thinking  about  taxes  and  balancing 
budgets  and  so  forth. 
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I  don't  have  any  more  specific  questions.  You  all  have  addressed 
the  issues.  You  come  from  the  real  world,  and  I  just  want  to  thank 
you  for  coming  and  for  the  contribution  you  have  made  to  the  work 
of  this  committee. 

Thank  you  very  much. 

Chairwoman  Meyers.  Thank  you. 

Would  anyone  like  to  respond  to  that?  Mr.  Wyden. 

Mr.  WYDEN.  Thank  you  very  much,  Madam  Chairman.  I  want  to 
thank  all  of  our  panelists.  You  have  been  very  helpful.  I  would  like 
to  ask  each  of  you  about  an  alternative  approach  for  getting  at  this 
capital  gains  issue.  My  reason  for  asking  is  I  very  much  would  like 
to  see  a  well-crafted  capital  gains  proposal  get  to  the  President's 
desk  and  have  him  sign  it. 

For  a  little  bit  of  history,  I  voted  for  the  last  one.  Mr.  Archer  did, 
probably  12  of  us  Democrats  left  who  did,  which  maybe  tells  you 
something  about  what  happened  to  the  Democrats,  and  I  want  to 
ask  you  about  going  at  it  this  way.  What  happens  in  America  today 
when  John  Motley  sells  his  home  is  because  Americans  feel  strong- 
ly about  home  ownership.  If  Mr.  Motley  takes  the  proceeds  from 
the  sale  of  his  home  and  reinvests  them  in  another  home,  we  will 
say  the  tax  man  will  not  cometh. 

At  the  end  of  last  session,  I  introduced  the  Entrepreneurship 
Promotion  Act  which  essentially  would  bring  the  home  ownership 
ethic  to  small  business  so  what  we  would  say  if  one  of  you  owned 
a  fertilizer  store  or  some  other  small  business  in  America  and  sold 
that  and  took  a  portion  of  those  proceeds  and  reinvested  it  in  small 
business,  we  would  say,  no  capital  gains  tax  break. 

I  have  been  getting  a  pretty  good  reaction  on  this  from  Demo- 
crats who  historically  have  been  reluctant  to  be  for  a  capital  gains 
tax  incentive,  plus  Republicans  who  have  traditionally,  like  myself, 
on  the  Democratic  side  have  supported  it. 

My  sense  is  if  we  went  at  it  this  way  in  a  fashion  that  would 
allow  us  to  tie  the  capital  gains  tax  break  directly  to  reinvestment, 
we  could  probably  even  go  higher  than  Mr.  Motley  talked  about  in 
his  testimony.  In  other  words,  Mr.  Motley  in  his  testimony,  I  think, 
touched  a  bit  on  this  talking  about  possibly  $10  million  corporation 
in  the  bill.  I  will  propose  this  week  when  it  is  tied  directly  to  rein- 
vestment, I  am  going  to  say  let  us  go  higher,  let  us  go  to  $20  mil- 
lion because  that  would  give  us  the  significant  way  to  incent  the 
private  sector  to  directly  look  at  investing  in  the  kind  of  small  busi- 
nesses you  are  talking  about. 

I  am  close  to  my  time  being  up.  Could  we  just  go  down  the  row 
and  I  would  like  to  know  not  about  the  technical  aspects  of  some- 
thing like  this  because  you  can't  answer  that,  but  whether  pursu- 
ing an  idea  along  those  lines  would  be  of  appeal  to  you.  Start  with 
you,  Mr.  Motley. 

Mr.  Motley.  Sale  of  all  assets  or  just  small  business  assets? 

Mr.  Wyden.  I  think  that  the  goal  is  to  get  money  into  small  busi- 
ness so  my  preference,  and,  again,  I  come  to  this  from  having  sup- 
ported the  last  full  break,  the  Archer  proposal  is  I  would  be  com- 
fortable with  the  idea  of  saying  that  when  you  sell  a  business  in 
America,  if  you  plow  a  portion  of  those  proceeds  back  into  the  sec- 
tor that  most  needs  capital,  small  business,  we  ought  to  do  like  we 
do  with  home  ownership  and  say  that  tax  man  is  not  going  to  wal- 
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lop  you.  As  a  concept  just  conceptually,  I  am  interested  in  whether 
you  all  would  find  this  appealing. 

Mr.  Motley.  It  is  an  interesting  concept  it  seems  to  me  to  deal 
with  current  wealth  rather  than  possibly  attracting  new  wealth 
into  small  business.  In  other  words,  wealth  that  is  invested  already 
in  a  public  stocks  or  something  else,  as  it  was  turned,  you  would 
make  small  business  a  more  attractive  investment.  That  is  a  very 
interesting  concept  and  I  think  one  that  is  needed  because  after  a 
small  business  is  started  with  savings,  primarily  by  the  individual, 
they  have  a  very  difficult  time  raising  debt  capital  for  the  next — 
there  is  no  equity  capital  available,  generally,  very  difficult  time, 
so  it  is  a  very  interesting  concept  to  pursue  except  that  what  about 
the  doctor  who  just  has  the  money  stashed  away  in  CD's  and  wants 
to  invest  it,  we  are  not  going  to  give  him  the  same  break. 

Mr.  Wyden.  Let  me  try  to  get  down  the  row  because  I  think 
there  is  validity  in  what  you  are  saying  and  I  think  there  is  a  way. 

Mr.  Satagaj. 

Mr.  Satagaj.  Actually  it  is  in  our  written  testimony.  We  support 
the  concept  and  it  has  come  up  in  the  previous  two  White  House 
conferences  and  it  is  being  discussed  quite  a  bit  this  current  one. 

Ms.  Kerrigan.  I  think  it  is  a  very  interesting  concept;  you  should 
pursue  it.  We  think  that  anything  that  can  be  done  to  enhance  in- 
vestment in  small  business  would  certainly  help,  and  I  think  tying 
it  somehow  might  be  helpful,  although  we  would  have  to  see  it  in 
its  entirety  ancThow  it  plays  out. 

Mr.  Cohen.  I  think  it  is  very  useful,  but  more  so  because  it  will 
attract  investment  capital  from  professional  investors  will  put 
money  into  small  businesses.  In  reality,  if  you  are  talking  about 
doing  something  for  the  entrepreneur,  in  real  life  a  person  finds — 
becomes  a  founder,  builds  a  business,  lives  a  lifetime  in  that  busi- 
ness, when  he  comes  to  sell  his  business,  he  is  not  likely  to  risk 
it  in  another  business  just  because  of  personal  reasons,  and  so  it 
wouldn't  apply  to  everybody,  but  that  kind  of  thinking  is  very  much 
needed  in  legislation. 

I  have  to  say  one  thing.  Mr.  LaFalce  left,  and  I  am  sorry,  but 
comments  on  payroll  taxes  were  definitely  in  my  testimony.  I  have 
to  save  a  little  face  on  that. 

Mr.  Martin.  I  would  say  in  response  to  your  question  several 
things.  First,  you  can  do  that  now  under  two  circumstances. 

Mr.  Wyden.  Reinvest  trust. 

Mr.  Martin.  Then  three.  I  was  thinking  of  the  1,042,  if  you  sell 
your  business  to  your  employees  with  an  ESOP,  you  can  do  that. 
Second,  you  can  do  it  if  you  sell  it  to  another  corporation  and  they 
give  you  your  stock,  you  can  do  a  B  reorganization.  Third  I  would 
say,  as  a  tax  lawyer,  I  would  love  that  type  of  provision.  It  would 
make  more  work.  It  would  add  more  complexity,  but  I  think  it  is 
a  really  bad  idea  for  just  that  reason. 

I  think  it  would  be  very  hard  to  monitor.  I  think  it  would  be  easy 
for  me  to  sell  somebody  s  business,  reinvest  in  another  business, 
turn  that  into  a  very  liquid  set  of  assets,  and  probably  either  defer 
or  bypass  tax.  I  think  that  is  the  kind  of  idea,  while  good  in  con- 
cept, has  gotten  us  into  so  much  trouble.  It  has  created  an  Internal 
Revenue  Code  that  is  just  so  horribly  complex  that  none  of  us  can 
really  deal  with  it  effectively. 
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Chairwoman  Meyers.  Mr.  Sandmeyer. 

Mr.  Sandmeyer.  I  can't  comment  on  what  NAM's  position  would 
be.  We  will  respond  in  writing  once  we  have  had  a  chance  to  talk 
to  the  association  people. 

From  a  personal  standpoint  I  just  have  a  question.  Isn't  there 
also  a  once-in-a-lifetime  exemption  on  home  ownership?  Would  that 
apply  to  capital  gains  also  or  are  you  talking  about  a  deferral? 

[The  information  may  be  found  in  the  appendix.] 

Mr.  Wyden.  Let  me  just  get  your  views  and  I  will  wrap  up  with 
one  half  sentence  because  I  will  be  right  on  my  5  minutes. 

Mr.  Sandmeyer.  I  think  I  share  Al's  feelings.  I  am  not  totally 
sold.  It  is  a  good  idea,  but  I  would  like  to  hear  more  about  it. 

Mr.  Wharton.  As  on  old  CPA,  I  am  generally  against  making 
anything  more  complex.  Things  are  complex  enough  as  they  are 
and  our  members  are  feeling  really  the  pain  of  the  complexity  of 
the  Internal  Revenue  Code  and  the  changes  that  have  been  made 
since  1986.  I  generally  would  probably  not  be  in  favor  of  it. 

Mr.  Wyden.  Let  me  first  say  that  I  am  going  to  be  introducing 
this  by  the  end  of  the  week,  and  I  very  much  would  like  to  have, 
as  we  go  ahead  and  refine  this,  the  input  of  all  of  you.  The  Service 
has  indicated  in  our  informal  discussions  that  they  think  this 
would  be  fairly  easy  to  administer.  My  bill  is  all  of  about  5  pages 
which  in  Washington,  DC  of  course  doesn't  even  qualify  for  an 
amendment  to  the  amendments,  so  we  think  it  can  be  done  in  a 
simple  sort  of  way. 

The  point  that  Mr.  Motley  made  I  think  is  the  heart  of  it,  and 
that  is  a  question  of  doctors  and  professionals  and  the  like.  One 
you  picked  up  on  it  with  respect  to  businesses,  what  we  pick  up 
from  the  venture  firms,  in  particular,  and  those  are  the  ones  that 
a  lot  of  small  businesses  and  biotech  businesses  and  others  go  to 
is  that  they  in  particular  hear  that  when  those  doctors  sell  busi- 
nesses, they  will  go  to  a  venture  firm  who  will  look  for  the  next 
one,  and  that  is  why  I  think  something  like  this  is  appealing. 

If  you  sell  your  fertilizers  store,  just  as  you  have  said,  you  are 
pooped,  you  have  had  a  tough  professional  life  running  a  business, 
what  you  are  looking  for  is  somebody  who  might  be  willing  to  help 
you  go  the  next  round,  let  us  incent  you  to  have  a  chance  to  recycle 
those  earnings  rather  than  just  retire,  and  I  will  share  this  bill  and 
be  happy  to  work  with  you,  and  the  only  reason  to  bring  it  up,  I 
think  we  can  get  something  like  this  signed,  folks.  The  question  is 
are  we  going  to  just  debate;  are  we  going  to  get  something  signed 
into  law. 

Thank  you. 

Chairwoman  Meyers.  Thank  you,  Mr.  Wyden. 

Mrs.  Linda  Smith. 

Mrs.  Smith.  Thank  you,  Madam  Chair.  I  guess  after  hearing  a 
lot  of  this,  I  am  convinced  more  than  ever  that  the  position  that 
I  am  in  is  going  to  be  one  that  I  established  over  15  years  ago 
when  I  used  to  do  tax  returns,  but  also  I  taught  people  how  to  in- 
terpret and  implement  every  Federal  and  Oregon  State  law  change. 

What  I  was  then,  as  a  novice,  I  was  a  Democrat  and  I  was  trying 
to  make  a  business  operate  and  in  1  year,  they  doubled  my  taxes, 
at  the  same  time  at  the  State  level,  they  doubled  the  taxes,  and 
they  had  just  literally  gone  through  I  think  the  1976  tax  revisions 
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and  several  depreciation  changes,  and  I  looked  it  all  up  and  I  said, 
gee,  the  Government  in  its  good  intentions  complicates  things  and 
I  increase  my  profit  in  1  year  300  percent,  but  I  realized  that  my 
goal  would  be  some  day,  and  I  moved  to  the  State  legislature  im- 
mediately, defeated  the  incumbent  Democrat,  as  a  Republican  was 
to  simplify  Government  and  taxation. 

I  dian't  intend  to  come  here  until  I  was  drafted  4  months  ago  I 
think  today  a  write-in  candidate,  and  the  simple  fact  is  this,  if  I 
can't  find  a  way  to  simplify  it,  I  am  going  to  have  a  tendency  not 
to  do  it,  so  my  question  to  you  is  you  have  talked  about  a  lot  of 
changing,  and  I  haven't  read  your  testimony  yet,  but  you  talk 
about  major  changes  to  the  overall  Tax  Code. 

I  am  very  interested  in  hearing  from  you  how  to  simplify  it  be- 
cause I  will  tell  you  there  were  times  I  had  no  more  than  100  em- 
ployees, but  I  wanted  to  give  up  because  of  the  complexity,  and  I 
taught  it  so  I  understood  it  better  than  most,  so  what  would  you 
do  after  that  little  preaching?  I  just  got  on  my  soapbox  of  my  life 
the  last  few  years. 

What  would  you  do  to  simplify  it,  and  rethinking  some  of  the 
things  you  have  said  or  maybe  adding  some,  would  you  be  willing 
to  just  take  a  look  at  a  side  subcommittee  or  something  that  just 
said  let's  simplify  it? 

John,  you  look  like  a  good  one  to  answer  that. 

Mr.  Motley.  I  think  the  long-term  goal  is  to  get  a  system  which 
is  so  simple  that  most  small  business  people  wno  wear  a  number 
of  hats  can  do  their  own  taxes  and  we  are  nowhere  near  that  now. 

What  actually  happens  is  the  larger  the  firm,  the  more  talent 
they  can  purchase,  trie  more  software  they  can  purchase,  the  better 
they  can  manipulate  the  system  for  themselves.  Most  small  busi- 
ness owners  can't  do  that. 

Did  you  ever  try  to  fill  out  an  alternative  minimum  tax  form?  It 
is  very  difficult.  But  short  of  actually  taking — revamping  the  whole 
system,  whether  it  be  a  flat  tax  or  a  consumption  tax  or  whatever 
direction  you  and  the  public  policy  desired  to  go  in,  I  think  there 
are  interim  things  that  you  can  do  to  help  small  business  owners 
right  now,  such  as  repealing  the  alternative  minimum  tax. 

NAM  and  NFIB  are  absolutely  together  on  that.  You  can  allow 
small  retailers  to  use  cash  accounting  rather  than  accrual  account- 
ing. Expensing  is  a  major  simplification  over  what  is  in  the  code 
now  and  what  is  being  proposed,  so  there  are  things  we  can  to  do 
prevent  from  mucking  the  code  up  anymore  than  it  is  now  and  al- 
lowing small  business  owners  to  operate  it. 

So,  it  is  almost  two  steps.  First,  I  think  taking  a  look  at  those 
things  that  can  simplify  their  current  problem,  but  begin  the  proc- 
ess in  this  Congress  of  taking  a  look  at  how  we  revamp  the  entire 
Tax  Code  for  the  future. 

Chairwoman  Meyers.  Mrs.  Smith  intended  that  you  all  com- 
ment, but  we  are  not  going  to  have  time.  Could  I  ask  for  one  of 
my  out-of-town ers  to  comment  on  that?  Al  and  Ron.  Both  of  you 
can  comment. 

Mr.  Martin.  I  would  just  like  to  say  a  couple  quick  things  about 
that.  I  think  it  is  a  great  idea.  I  think  the  best  way  to  work  with 
it  is  work  within  the  context  of  what  we  have  to  simplify  it  and 
that  is  the  way  that  we  have  approached  it. 
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If  you  look  at  our  recommendations  on  pages  15  to  17  in  the  one 
on  PSC's,  that  is  exactly  what  they  do.  They  just  trim  things  out 
that  are  basically  bad  policy,  almost  to  the  point  of  being  crazy.  Let 
me  give  you  one  specific  example.  The  family  aggregation  rules  in 
pension  plans,  it  penalizes  family  business  for  no  good  purpose.  I 
suppose  I  never  have  understood  why  that  was  put  into  the  law. 
I  suppose  it  was  to  prevent  people  from  putting  their  spouses  on 
the  payroll  and  doubling  up  on  their  pension  contributions.  That  is 
the  only  thing  that  I  can  think  of,  but  in  a  small  business  that  will 
reduce  a  person's  compensation  that  is  putting  their  spouse  on  the 
payroll  and  then  they  both  have  to  pay  Social  Security  taxes,  so  I 
have  never  known  anybody  that  has  done  that,  even  wnen  it  would 
be.  It  just  didn't  make  any  sense. 

So,  that  is  one  of  the  most  onerous  provisions  around  I  think.  It 
discriminates  against  family  business  because  it  treats  spouses  and 
children,  and  we  have  got  several  clients  that  have  both  and 
spouses  kids  in  the  same  Dusiness,  they  are  treated  as  one  person, 
they  can  only  have  one  contribution. 

As  to  the  AMT,  I  also  totally  agree  that  is  not  in  our  remarks, 
but  that  is  a  whole  second  tax  system.  It  has  a  separate  set  of 
rules.  I  understand  the  thought  process  behind  it  which  is  to  en- 
sure that  everyone  pays  some  tax,  but  there  has  to  be  an  easier 
way  to  it  than  that.  I  mean,  it  is  a  horribly  complicated  system. 
Ron? 

Mr.  Cohen.  For  a  long  time,  I  had  no  mikes.  Now  I  have  two. 

Mr.  Martin.  Say  something  different  in  each  one. 

Mr.  Cohen.  I  want  to  say  this,  and  I  spent  a  lot  of  time  on 
AICPA  committees  grappling  with  the  problem.  There  are  many, 
many,  very,  very  complex  and  unnecessary  provisions  in  the  code, 
and  I  am  not  going  to  go  over  that,  and  there  are  dramatic  areas 
for  simplification. 

The  cost  reward  is  just  not  there  and  also  the  burden  that  it  im- 

Eoses  upon  taxpayers  is  unconscionable.  But  on  the  other  end  of  it, 
ecause  I  didn't  get  a  chance  to  comment  on  the  flat  tax,  in  trying 
to  really  get  down  to  an  area  of  having  a  very  easy  tax  comparable 
to  a  flat  tax,  my  comments  there  are  different  because  in  determin- 
ing what  income  is,  which  is  the  starting  point  of  the  flat  tax,  you 
have  to  give  up  fairness  every  time  you  do  something  that  is  more 
simple. 

My  biggest  advocacy  as  far  as  making  the  code  easier  to  work 
with  is  stop  changing  the  damn  thing.  If  you  had  consistency,  had 
a  relatively — you  could  make  it  more  complex — if  you  don't  change 
the  rules  every  year.  As  far  as  revenue,  I  think  Congress  needs 
courage  to  get  more  revenue  by  changing  rates  instead  of  tinkering 
with  items  within  the  code  that  are  incredibly  complicated. 

Rates,  progressive  rates  are  not  complicated.  You  can  look  at  a 
chart.  You  can  figure  them  out.  They  are  just  really  as  easy  as  tax 
rates,  as  flat  rates,  but  the  provisions  could  be  dramatically  sim- 
plified, put  in  what  you  need  to  make  it  fair  and  then  don't  change 
it. 

Chairwoman  Meyers.  Thank  you,  Mr.  Cohen.  I  might  say  that 
this  is  the  thing  that  I  have  heard  maybe  the  most  from  business 
people  at  home  is  please  do  what  you  have  to  do,  just  don't  change 
it  every  year.  That  is  what  makes  it  so  miserable. 
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Next  will  be  Mr.  Walter  Tucker  of  California,  and  then  I  think 
he,  unfortunately,  will  be  our  last  questioner  because  I  have  tried 
to  assure  the  members  of  my  committee  that  we  would  get  out  as 
close  to  2  hours  for  these  hearings  as  we  can.  The  next  one  may 
have  to  be  a  little  bit  longer. 

Mr.  Tucker. 

Mr.  Tucker.  Thank  you,  Madam  Chair  and  thank  you  panelists 
for  your  information  and  contributions  here  this  afternoon.  I  can't 
recall  the  panelist  that  mentioned  about  tax  credits  for  job  train- 
ing. It  was  John. 

John,  could  you  expand  on  that  a  little  bit  for  me? 

Chairwoman  Meyers.  Before  you  start,  let  me  say  that  I  have 
had  some  comments  from  Members  here  that  they  have  been  wait- 
ing quite  a  while  to  make  comments  and  maybe  ask  a  question.  So, 
if  you  don't  mind,  could  we  extend  this  hearing  until  4:30.  Could 
we  do  that? 

Mr.  Talent.  Madam,  would  you  yield  just  for  a  comment  on  that 
point?  I  am  one  of  those  who  hasn't  been  able  to  question.  Mr. 
Chrysler  has  been  here  longer  than  I  and  I  hope  he  gets  a  chance. 

I  want  to  support  on  holding  to  the  time  limits.  We  got  a  long 
run.  I  want  all  Members  to  be  able  to  give  their  point  of  view,  but 
I  think  you  are  right  to  want  to  hold  tight  a  time  limit,  so  I  just 
want  to  support  you  in  doing  that  without  wanting  to  prejudice  any 
other  Members. 

Chairwoman  Meyers.  All  right. 

Mr.  Wharton.  Madam  Chairman,  I  would  be  glad  to  send  some 
written  points  in  if  that  would  help. 

Chairwoman  Meyers.  I  will.  Let  me  extend  this  one  for  this  time 
and  then  in  the  future  we  will  try  to  be  a  little  more  concise,  all 
of  us,  so  that  we  can  get  our  comments  made. 

Mr.  Tucker.  Thank  you  Madam  Chair. 

Mr.  Wharton.  ABC  has  recognized  that  there  is  going  to  be  a 
shortage  of  construction  workers  in  the  1990's  and  beyond.  As  a  re- 
sult, we  are  looking  at  training  people  who  have  not  traditionally 
been  the  construction  worker  of  the  past. 

We  are  going  to  have  more  minorities,  more  women,  actually 
doing  the  kind  of  work  that  traditionally  has  been  the  big  burly  in- 
dividual and  as  a  result  we  are  looking  for  ways  to  make  it  more 
simplified,  easier  to  train  these  people  to  do  this  type  of  work  and 
we  believe  that  we  should  be  encouraged  in  doing  this  because 
what  we  are  doing  is  expanding  the  job  markets  to  individuals  who 
have  had  difficulty  in  obtaining  work  before.  These  are  high  paid, 
good  jobs  that  are — should  be  sought  after  by  individuals. 

But  we  are  entailing  terrific  expenses  in  doing  this.  We  believe 
that  we  should  be  rewarded  in  some  wav  for  doing  this,  and  we  be- 
lieve that  a  credit  for  job  training  woula  be  the  best  way  to  do  that 
from  taxes. 

Mr.  Tucker.  Do  you  have  any  idea,  I  mean  ballpark  type  of  fig- 
ure? 

Mr.  Wharton.  Something  like  the  investment  credit  or  the  tar- 
geted jobs  credit.  It  would  be  a  model.  We  really  have  not  thought 
out  a  rate  which  would  be  equitable,  but  it  is — with  a  little  spade 
work,  I  would  be  glad  to  respond  in  writing  to  that. 

Mr.  Tucker.  Yes,  John. 
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Mr.  Motley.  The  current  earning  credit  which  is  in  the  code  is 
not  very  useful  to  small  business  people  because  it  is  so  com- 
plicated. We  have  put  together  some  proposals  in  the  past,  which 
we  would  be  glad  to  share  with  you,  that  we  are  not  actively  pursu- 
ing right  now,  but  it  has  always  been  a  problem  of  mismatching 
where  the  jobs  are  being  created  to  the  people  who  are  available 
to  take  the  jobs. 

What  you  find  with  the  current  iobs  tax  credit  is  that — or  the 
targeted  jobs  tax  credit  is  that  only  larger  firms  and  firms  that  are 
franchisees,  where  you  have  a  fairly  strong  parent  who  can  tell  the 
business  how  to  use  the  credit,  how  to  prequalify  the  people  who 
are  the  only  ones  who  use  it,  and  generally  where  the  jobs  are 
being  created  which  are  firms  with  four  or  fewer  employees  with 
the  churning  that  goes  on  the  bottom,  they  couldn't  be  bothered  to 
take  a  look  at  the  credit,  so  I  think  you  have  to  go  do  something 
that  is  much  simpler  to  encourage  small  business  people  to  use  the 
credit  and  hire  the  type  of  people  and  train  them  that  we  are  talk- 
ing about.  We  have  created  a  proposal  and  I  will  be  glad  to  send 
it  up  for  you  to  look  at  it. 

Mr.  Tucker.  Please  I  would  like  to  do  that.  I  am  sure  I  am  run- 
ning out  of  time,  but  one  last  question,  Al,  we  have  been  talking 
at  least  earlier  in  the  context  of  the  Contract  With  America  and  ob- 
viously the  emphasis  here  has  been  a  great  deal  on  the  tax  implica- 
tions on  small  business,  but  part  of  the  contract  is  tax  implications 
on  the  middle  income  class  tax  cut,  if  you  can  get  that  out  as  a 
tongue  twister. 

What  do  you  think  in  terms  of  the  extent  of  that  tax  break  going 
on  incomes — do  you  think  it  should  go  up  to  persons  with  incomes 
of  $200,000  or  do  you  think  it  should  be  much  less,  or  do  you  have 
a  sense  of  that  as  a  recommendation  to  Congress  in  terms  of  what 
is  practical? 

Mr.  Marten.  Right.  I  understand  the  political  realities  of  that 
question.  Let  me  say  that  our  basic  position  is  that  we  don't  like 
those  types  of  distinctions.  If  you  see  in  our  position  paper  on  the 
statement  in  the  contract  that  extends  up  to  incomes  to  $200,000 
and  $250,000,  for  example,  we  don't  support  those  types  of  distinc- 
tions generally.  A,  they  add  more  complexity;  B,  they  build  in  class 
distinctions.  I  think  tnat  if  you  want  to  tax  higher  income  people 
more,  the  easiest  way  to  do  it,  as  Mr.  Cohen  indicated,  is  to  just 
have  higher  rates. 

Mr.  Tucker.  Thank  you,  Madam  Chair. 

Chairwoman  Meyers.  Thank  you,  Mr.  Tucker. 

Mr.  Chrysler. 

Mr.  Chrysler.  I  will  make  my  comments  brief.  I  would  ask  Mr. 
Martin  if  you  have  some  specific  proposals  that  you  would  like  to 
put  forward  on  pension  reform,  if  so,  I  would  very  much  like  to  re- 
ceive those  at  my  office.  Also  on  your  personal  repeal  of  your  per- 
sonal service  language,  I  would  also  like  to  have  that  proposal. 

To  Martin,  I  would  like  to  see  a  good  plan  on  what  you  think  a 
Sub  S  legislation  should  look  like  and  Mr.  Sandmeyer,  I  agree  with 
repealing  the  AMT  and  I  know  a  number  of  you  have  mentioned 
that.  From  my  real  life  experiences,  I  certainly  understand  the  neg 
effects  of  that.  Also  we  should  make  capital  gains  100  percent  de- 
ductible and,  in  visionary  terms,  I  think  we  have  business  use  vehi- 
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cles  that  are  not  eligible  for  expensing.  Being  involved  in  the  auto- 
mobile industry,  I  think  it  would  be  good  to  have  that  because  we 
could  build  more  automobiles  and  create  more  jobs  in  this  country, 
and  I  know  with  my  business  we  went  from  115  automobiles  in  our 
corporate  fleet  down  to  nine  when  that  law  was  changed. 

I  think  it  is  the  largest  asset  that  many  small  businesses  ac- 
quire, and  I  think  we  ao  need  to  look  at  that  also.  If  we  can  pro- 
mote the  home  office  deduction,  I  think  combined  with  fiber-optics 
and  a  high  technology  that  we  have  today,  I  think  we  should  be 
able  to  expect  more  people  to  work  out  of  their  homes  and  thus 
mom  and  dad  will  be  there  when  kids  go  to  school  and  more  impor- 
tantly when  they  come  home,  and  I  think  we  will  build  stronger 
families,  so  I  commend  many  of  your  remarks  and  look  forward  to 
some  of  your  replies  to  my  office. 

Thank  you. 

Chairwoman  Meyers.  Thank  you,  Mr.  Chrysler. 

Mr.  Luther. 

Mr.  Martin.  According  to  the  papers,  Mr.  Chrysler's  business  is 
doing  better  lately. 

Mr.  Chrysler.  Wrong  Chrysler. 

Chairwoman  Meyers.  Close,  though. 

Mr.  Luther.  Thank  you,  Madam  Chair,  but  I  don't  have  any 
questions. 

Chairwoman  Meyers.  Mr.  Luther  has  waived  his  questioning 
time. 

Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Madam  Chair,  and  I  want  to  thank 
the  panelists  for  their  testimony.  I  would  like  the  panelists  to  ad- 
dress the  issue  of  investment  tax  credit.  From  the  State  that  I 
come,  Madam  Chair,  we  have  heavy  manufacturing,  very  much  in- 
volved in  the  small  business  area. 

As  a  State  representative,  we  found  that  investment  tax  credits, 
when  targeted  toward  the  new  machines  that  some  of  these  small 
businesses  needed  to  keep  modern  in  order  to  keep  their  productiv- 
ity up,  was  the  right  way  and  benefited  a  lot  of  small  businesses 
in  my  State. 

I  don't  know  the  extent  to  which  this  issue  has  come  up  before 
this  committee  or  previous  Congresses,  but  if  you  can  write  to  me 
and  let  me  know  some  of  your  ideas  in  that  area,  I  would  be  inter- 
ested in  seeing  that. 

Thank  you. 

Chairwoman  Meyers.  Would  one  of  you  like  to  make  a  quick 
comment? 

Mr.  Satagaj.  I  would  make  a  comment  that  investment  tax  cred- 
it is  something  we  have  always  liked.  The  exercise  of  deciding  be- 
tween the  ITC  and  direct  expensing  is  a  numbers  thing,  and  for  a 
small  business  who  is  eligible  for  expensing,  you  can  probably  ar- 
rive at  the  same  place  with  the  ITC  as  with  direct  expensing  de- 
pending on  how  it  is  done. 

The  problem  is  for  assets  above  $200,000.  The  ITC  clearly  would 
have  been  favorable  because  you  couldn't  use  direct  expensing  com- 
pared to  the  neutral  cost  recovery  system,  ITC  is  all  up  front,  too, 
compared  to  that,  so  compared  to  what  is  in  the  Contract  With 
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America  if  you  are  looking  up  front,  ITC  would  be  better  for  those 
bigger  assets,  but  it  is  not  on  the  table  unfortunately. 

So,  from  our  perspective  right  now  the  best  thing  we  can  do  is 
the  direct  expensing  provision  that  is  in  the  code  and  for  most  of 
the  smaller  manufacturers  in  your  State  it  would  get  the  same  net 
benefit. 

Mr.  Kennedy.  Would  you  outline  that  for  me  with  some  designa- 
tions as  to  where  it  is  in  the  Tax  Code? 

Mr.  Satagaj.  Sure,  happy  to  do  so. 

Chairwoman  Meyers.  Thank  you,  Mr.  Kennedy. 

Mr.  Longley. 

Mr.  Longley.  Thank  you,  Mrs.  Chairman.  I  want  to  compliment 
the  panel  on  your  presentation,  but  I  also  would  like  to  just  point 
out  that  you  are  representing  the  survivors.  In  fact,  I  was  struck 
by  the  name  of  the  one  group,  or  those  that  have  succeeded.  Frank- 
ly I  don't  think  we  are  paying  enough  attention  to  the  dead  and 
the  wounded  that  aren't  making  it. 

I  campaigned  on  the  contract,  I  was  attacked  incessantly,  inces- 
santly on  the  contract,  and  I  will  differ  with  the  Ranking  Member 
in  that  the  issues  in  the  contract  were  generally  appreciated  by  the 
people  in  my  district. 

Chairwoman  Meyers.  I  will  say  amen  to  that. 

Mr.  Longley.  Frankly,  I  only  mention  that  because  I  regret  that 
this  committee  has  gotten  onto  a  partisan  note  because  I  think 
when  you  look  at  the  dead  and  the  wounded,  not  to  exclude  the 
survivors  and  the  successful,  you  are  going  to  find  people  from  both 
sides  of  the  aisle,  and  I  hope  that  we  can  do  something  as  this  com- 
mittee or  through  the  efforts  of  your  groups  to  bring  some  of  the 
passion  of  the  people  who  have  had  to  struggle  with  the  system 
that  we  have  now  created,  and  I  want  to  just  share  with  you  one 
insight,  and  I  am  frankly  embarrassed  to  even  mention  it,  but  in 
my  State  yesterday  there  was  an  argument  in  the  law  court,  State 
Supreme  Court,  in  a  case  brought  by  the  State  tax  assessor  against 
the  Girl  Scouts  in  Maine  over  a  6  percent  sales  tax  on  Girl  Scout 
cookies. 

The  State  tax  assessor  took  the  sanctimonious  position  that  Girl 
Scouts  needed  to  learn  the  responsibility  of  paying  taxes  just  like 
everybody  else,  and  that  is  what  has  gone  on  in  this  country,  and 
I  found  this  in  my  campaign,  that  the  message  that  came  back  to 
me  repeatedly  was  that  we  have  stooped  to  any  single  excuse  that 
we  can  find  to  grab  another  nickel  out  of  the  private  sector  and  out 
of  the  economy,  and  we  are  paying  a  price  in  lost  businesses  and 
lost  jobs,  and  I  hope  that  we  can  find  a  way  to  get  that  message 
out  here,  again,  on  both  sides  of  the  aisle  because  I  think  it  is  a 
crisis. 

I  want  to  pick  up,  on  an  issue  particularly  the  issue  of  payroll 
taxes.  I  have  done  a  history  or  did  a  history  of  my  own  about  a 
year-and-a-half  ago  on  payroll  taxes  going  back  to  1913  and,  with- 
out getting  into  detail,  if  you  look  at  the  Federal  revenue  structure, 
roughly  40  percent  or  so  of  Federal  revenues  come  out  of  Social  Se- 
curity taxes,  which  again  are  collected  at  15  percent  of  wages 
under  $60,600  a  year,  and  then  when  you  look  at  the  other  40  or 
45  percent  of  revenues  that  come  out  of  the  income  tax,  I  am  ad- 
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vised  that  roughly  70  or  75  percent  of  total  Federal  revenues  are 
collected  by  income  tax  withholding. 

I  want  to  just  bring  to  people's  attention  that  income  tax  with- 
holding has  only  been  around  for  50  years.  It  was  introduced  dur- 
ing World  War  II  as  a  war  finance  measure  designed  to  finance — 
to  capitalize  on  the  patriotic  fervor  of  a  population  that  was  sup- 
porting a  war  on  two  fronts.  We  have  kept  that  system  and  it  has 
gone  from  roughly  8  or  9  cents  on  the  dollar  of  wages  to  well  over 
30  cents  on  the  dollar  of  wages,  average  wages,  at  least  in  my 
State's  tax  system. 

Again  I  just  want  to  point  out  that  we  have  seen  significant 
changes.  We  have  seen  them  incrementally.  We  haven't  stepped 
back  and  taken  a  look  at  it,  but  again  just  talking  strictly  in  terms 
of  payroll  taxes,  roughly  70  percent,  based  on  my  calculations, 
roughly  70  percent  of  Federal  revenues  are  being  collected  out  of 
the  wage  base,  and  stated  differently,  70  percent  of  our  tax  burden 
is  placed  only  on  people  who  hire  people,  and  I  think  that  that  is 
the  least  understood  part  of  the  message  of  November  8th  and  I 
hope  that  we  can  find  a  way  to  get  some  of  these  issues  on  the 
table  going  beyond  the  immediate  need  in  my  opinion  for  adoption 
of  the  small  business  tax  provisions  in  the  contract. 

Mr.  Cohen.  I  am  sure  you  are  only  referring,  sir,  to  the  Federal 
burden.  There  is  also  an  ever-increasing  burden  at  the  State  and 
local  levels  as  well. 

Mr.  Longley.  It  is  abominable. 

Chairwoman  Meyers.  Thank  you  very  much  and  our  final  ques- 
tioner is  Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Madam  Chairwoman.  I  have  several 
questions,  which  I  would  like  to  ask  a  couple,  but  otherwise  if  it 
is  all  right  with  the  Chair,  I  would  like  to  submit  them  for  the 
record  if  that  is  allowable. 

Chairwoman  Meyers.  That  would  be  fine. 

[The  information  may  be  found  in  the  appendix.] 

Mr.  Bentsen.  Great,  and  like  one  of  my  colleagues  who  left,  I 
also  came  from  the  real  world  as  opposed  to  the  unreal  world  be- 
fore— whatever  that  is,  before  coming  to  Congress,  and  in  fact,  I 
dealt  with  a  lot  of  tax  lawyers  around  the  country.  I  was  not  a  law- 
yer, but  a  banker  and  specialized  in  the  103  area  of  the  code  which 
is  a  little  different,  but  on  a  broader  sense,  I  have  some  questions. 

I  want  to  thank  the  panel.  I  think  there  were  some  interesting 
things.  I  think  the  idea  of  the  deferral  is  a  fascinating  idea,  and 
I  would  like  to  take  a  closer  look  at  that  and  I  would  get  closer  to 
see  what  the  costs,  if  you  are  not  staying  with  the  static  budget  as 
opposed  to  looking  at  a  dynamic  budget,  what  the  cost  is.  I  have 
real  concerns  about  dynamic  budgets  because  the  problem  I  see  is 
when  the  bills  come  due,  the  bills  come  due,  regardless  of  what  the 
projections  were. 

Mr.  Cohen.  In  a  static  budget  you  might  wipe  out  the  whole  tax. 

Mr.  Bentsen.  You  might.  I  am  just  curious  what  the  numbers 
look  like.  Let  me  ask  in  a  broad  sense  very  quickly  some  questions. 
One,  there  was  some  talk  about  the  Gingrich -Armey  rate  cut  pro- 
posal. There  was  talk  about  a  flat  tax,  and  I  am  curious,  one,  the 
position  of  the  various  panel  members. 
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If  you  were  to  go  to  a  flat  tax,  and  I  have  not  endorsed  that,  but 
if  were  you  to  go  to  a  flat  tax,  you  would  be  talking  about  taking 
away  various  incentives  and  kickers  that  are  in  there.  Are  we  going 
to  end  up  saying,  let's  not  get  rid  of  this  and  let's  not  get  rid  of 
that  and  you  don't  get  rid  of  a  flat  tax.  I  am  curious  if  there  is  a 
consensus. 

The  other  question  that  sort  of  plays  off  this  that  I  would  ask, 
and  I  appreciate  everyone  saying,  please  cut  spending  before  you 
start  cutting  taxes,  and  I  think  that  is  absolutely  correct  because 
I  think  if  we  start — if  we  don't  cut  spending  and  we  give  people  tax 
breaks,  we  will  take  it  all  back  in  terms  of  higher  interest  rates 
and  other  costs  down  the  road,  but  I  am  curious,  for  those  of  us 
who  represent  fairly  diverse  constituencies,  do  we  include,  when  we 
are  cutting  spending,  various,  what  I  would  call,  revenue-side  ex- 
penditures, tax  expenditures. 

I  came  from  the  tax  exempt  finance  world  where  there  are  those 
who  argue,  including  people  at  the  Treasury,  that  we  are  spending 
money  to  subsidize  public  entities  from  raising  capital  and  do  we 
look  at  those  as  well  when  we  cut  spending?  There  has  been  a  lot 
of  talk  about  so-called  corporate  welfare,  some  justifiable  perhaps, 
some  not,  but  do  we  include  that  when  we  go  in  there?  How  do  we 
find  that?  I  would  be  curious  to  hear  what  your  comments  are  on 
that,  on  both  sides  of  those. 

Mr.  Martin.  Tax  expenditure  is  a  concept  I  think  that  is  attrib- 
utable to  Stanley  Surry  and  I  think  it  is  a  crazy  concept  basically 
and  our  group  does.  Basically  it  means  all  the  money  is  the  Gov- 
ernment's money  and  if  you  get  to  keep  any  of  it,  the  Government 
is  spending  it. 

That  means  100  cents  out  of  every  dollar  that  people  make  be- 
longs to  the  Government.  It  is  backwards.  The  whole  concept  is 
backwards  and  it  is  a  word  game.  I  think  the  more  important  con- 
cept is  spending  and  taxing.  If  you  are  not — if  things  are  tax  ex- 
empt, you  are  clearly  giving  them  a  break.  They  are  taxed  at  a 
lower  rate  or  no  rate,  but  to  say  that  a  tax  expenditure  is  a  type 
of  spending  is  just  nonsense. 

Mr.  Cohen.  There  are  several  comments  that  I  would  like  to 
make.  We  have  found  as  onerous  as  it  is  to  have  all  these  deduc- 
tions and  complexity,  if,  as  a  matter  of  Federal  policy,  we  wanted 
to  encourage  people  to  buy  single  family  residences  and  give  them 
a  financial  incentive  to  do  that  and  use  that  as  a  so-called  tax  ex- 
penditure, it  is  obvious  the  most  efficient  way  to  do  that  is  when 
they  fill  out  their  tax  return,  to  take  the  credit  there  as  opposed 
to  filing  some  application  to  get  the  credit,  setting  up  a  whole  new 
bureaucracy.  That  has  been  the  justification  for  many  of  these 
items  over  the  years. 

As  far  as  what  programs  to  look  into  and  how  to  do  that,  I  cer- 
tainly think  that  it  is — ought  to  be  the  responsibility  of  the  Con- 
gress to  take  a  zero  budget  attitude  toward  looking  at  all  this.  It 
starts  out  as  if  you  had  no  expenditures  and  no  costs  and  no  bu- 
reaucracy and  then  only  approve  those  things  that  are  absolutely 
necessary  to  make  the  Government  or  the  economy  work  efficiently. 

I  think  you  will  come  to  a  new  conclusion,  and  therefore,  specifi- 
cally in  answering  your  question,  I  wouldn't  exempt  anything  at  all 
from  consideration  when  you  take  the  staple  to  the  expenditures. 
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Chairwoman  Meyers.  Thank  you  very  much.  John  Motley. 

Mr.  MOTLEY.  I  was  just  going  to  make  two  quick  comments.  I 
think  on  the  flat  tax  question,  there  are  two  things  which  are  going 
to  determine  where  the  business  community  comes  down. 

First,  the  industry  that  you  are  in  and  how  much  you  value  those 
exemptions  and  exceptions  that  are  in  the  code  for  the  industry 
now.  Then  you  will  have  another  cut  within  the  industry,  and  that 
will  be  by  size  because  generally,  again,  I  think  the  larger  the  firm, 
the  more  important  those  incentives  are  to  the  firm;  the  smaller 
the  firm,  if  you  get  rid  of  the  complexity,  which  is  involved  in  the 
current  code,  it  offsets  that. 

So,  the  smaller  firms  will  probably  end  up  favoring  a  flatter  tax 
than  larger  firms  would,  although  that  is  just  a  broad  generaliza- 
tion. 

Second,  the  way  Washington  and  Congress  works  is  all  fiscal  and 
tax  policy  is  meant  to  reach  certain  public  policy  goals,  and  you 
change  them  every  day  anyway.  We  heard  testimony  here  before 
how  many  times  we  have  had  changes  in  the  Tax  Code.  We  even 
had  one  2  years  ago  that  was  retroactive. 

So,  in  terms  of  trying  to  come  up  with  an  intelligent  public  pol- 
icy, I  think  everything  has  got  to  be  on  the  table,  everything,  and 
from  our  standpoint,  that  even  includes  Social  Security,  which  we 
have  been  saying  for  years,  so  if  we  are  taking  a  look  at  reorganiz- 
ing and  restructuring  the  Tax  Code  and  coming  up  with  a  set  of 
public  policy  goals  that  this  Congress,  104th  Congress  and  the  next 
one  wants,  then  everything  should  be  on  the  table  and  nothing 
should  be  sacred,  including  the  Small  Business  Administration 
from  our  standpoint. 

Mr.  Bentsen.  Thank  you,  Madam  Chairman. 

Chairwoman  Meyers.  Thank  you  very  much.  I  want  to  ask  a 
question  because  I  didn't  take  my  turn  at  the  first  and  maybe  you 
can  answer  it  in  20  to  30  seconds  a  piece.  The  tax  items  mostly 
that  we  have  talked  about  today,  although  one  of  you  said  that 
neutral  cost  recovery  was  very  important,  I  think  the  ones  that 
were  emphasized  the  most  were  expensing,  estate  tax  reform,  home 
office  deduction,  and  capital  gains.  Those  are  the  items  in  the  con- 
tract. 

The  regulatory  reform  issues  are  regulatory  flexibility,  paper- 
work reduction,  certainly  tort  reform  is  very  important  to  every- 
body, although  we  didn't  get  into  that  a  lot  today.  I  would  like  to 
ask  a  question  in  just,  like  I  say,  20  and  30-second  answers  from 
each  of  you. 

Granted  that  we  couldn't  do  everything  at  the  first,  I  think  we 
would — I  had  a  bill  in  last  year  on  Subchapter  S  reform.  We  know 
we  can't  do  everything  in  the  contract  and  get  it  done  in  the  first 
100  days,  but  I  would  like  you  to  give  a  grade  of  A  through  F  on 
the  contract  from  the  small  business  perspective. 

Are  we  starting  off  on  the  right  track  here,  and  we  will  start 
with  you,  John. 

Mr.  Motley.  B  plus. 

Mr.  Satagaj.  B  plus. 

Ms.  Kerrigan.  That  was  exactly  mine.  B  plus  as  well. 

Chairwoman  Meyers.  All  right,  we  have  got  three  B  pluses. 
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Mr.  Cohen.  I  guess  we  are  not  allowed  to  give  incompletes,  are 
we? 

Chairwoman  Meyers.  I  love  it. 

Mr.  Cohen.  I  have  difficulty.  I  don't  take  exception  to  a  B  plus. 
I  probably  on  balance  would  rate  it  a  little  lower.  I  think  that  the 
items  are  good,  but  the  focus  is  not  specific  enough  for  small  busi- 
ness, and  I  think  small  business  will  benefit  somewhat  at  the  bot- 
tom of  the  scale  of  others,  but  there  are  so  many  good  things  in 
there  that  we  have  long  stood  for  that  we  can't  grade  it  very  low. 
So,  B,  B  minus,  in  that  area. 

Chairwoman  Meyers.  All  right. 

Mr.  Martin.  I  guess  I  am  old  enough  that  when  I  was  in  school, 
grades  were  lower,  a  little  earlier  than  grade  inflation.  I  would  give 
the  contract  a  B  minus.  I  think,  as  we  have  indicated,  we  are  in 
favor  of  everything. 

We  don't  believe  that  we  can  really  pay  for  the  Social  Security 
change,  but  we  think  that  the  country  has  been  kidding  itself  for 
a  long  time  with  respect  to  some  very  fundamental  issues,  includ- 
ing how  much  money  we  are  spending  versus  what  we  are  taking 
in  and  our  retirement  policy. 

We  don't  believe  that  Social  Security  will  exist  much  beyond  peo- 
ple my  age  in  retirement,  especially  the  people  younger  than  me. 
I  am  49  tomorrow.  The  demographics  are  such  that  it  just  will  not 
work. 

We  heard  a  discussion  earlier  that  it  is  a  contract.  It  is  a  contract 
that  will  be  broken.  I  have  heard  it  spoken  of  as  a  Ponzi  scheme, 
but  the  demographics  are  just  not  there  to  make  it  work  much  into 
the  future,  and  so  that  is  something  where  I  think  retirement  in- 
come security  is  so  important  to  all  Americans  and  we  have  a  very 
tough  problem. 

On  the  one  hand  we  have  Mr.  Cohen  saying  we  are  paying  too 
much  into  Social  Security,  which  I  agree  with,  but  the  money  isn't 
being  saved.  It  is  being  spent,  and  yet  we  are  not  doing  enough  for 
retirement,  and  where  that  all  comes  down  is  spending,  and  I  have 
got  to  believe  these  problems  are  so  difficult  that  I  have  thought 
that  Senator  Kassebaum's  approach  is  probably  about  the  only  one 
that  will  work,  at  least  for  starters,  and  that  is  on  spending,  just 
cut  everything.  It  is  so  difficult  to  make  these  decisions  that  I  think 
her  approach  is  about  the  only  feasible  one  is  just  to  cut  back,  pro- 
rate on  everything. 

Chairwoman  Meyers.  All  right.  Mr.  Sandmeyer. 

Mr.  Sandmeyer.  I  would  say  the  objectives  and  the  goals  that 
are  trying  to  be  attained  are  outstanding.  Our  concerns  in  maybe 
rating  it  a  B  minus  would  be  from  a  small  manufacturing  stand- 
point, the  cost  recovery  provisions  are  not  necessarily  something 
that  we  are  in  favor  of,  and  the  expensing  provisions  from  a  capital 
intensive  manufacturing  business,  again,  when  the  cutoff  is  at  a 
$200,000  threshold,  whether  you  increase  it  from  $17,500  to 
$25,000,  or  $17,500  to  $50,000,  if  it  is  reduced  dollar  for  dollar  over 
$200,000,  it  is  still  meaningless. 

I  think  it  is  good  that  the  estate  tax  exemption  is  being  recog- 
nized, the  fact  that  something  has  to  be  done  in  that  area  to  try 
to  preserve  the  ability  of  small  businesses  to  go  on  to  third  genera- 
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tions  and  beyond.  A  $600,000  to  $750,000  increase  is  good.  I  just 
think  we  need  to  take  it  even  further  than  that. 

Chairwoman  Meyers.  Thank  you. 

Mr.  Wharton. 

Mr.  Wharton.  Madam  Chairman,  a  B  is  a  good  grade  and  I 
think  it  deserves  that.  I  think  everything  that  is  in  there  is  worth- 
while and  it  should  be  passed.  From  a  contractor's  standpoint, 
there  are  other  things  though  that  we  believe  are  just  as  impor- 
tant, and  the  items  that  I  brought  out  in  my  testimony  I  believe 
are  there. 

Taking  a  step  back  and  looking  more  philosophically  at  Govern- 
ment though,  what  these  people  nave  said  is  absolutely  correct.  In 
order  to  finance  total  Government,  you  are  going  to  nave  to  look 
at  everything.  You  are  going  to  have  to  look  at  the  entitlements, 
and  that  has  always  been  a  hands-off  item  up  here,  but  it  can't  be. 

Chairwoman  Meyers.  Not  anymore. 

Mr.  Wharton.  Not  anymore,  that  is  good,  because  that  rep- 
resents, as  I  am  sure  everyone  here  knows  the  statistics,  much 
more  than  50  percent  of  the  total  budget  of  the  country,  and  you 
can't  ignore  that  big  a  hunk  and  try  to  do  something  with  saving 
some  taxes  or  spending  or  anything  else,  and  you  are  just  going  to 
have  to  look  at  it. 

Chairwoman  Meyers.  Well,  again,  I  thank  you  very  much.  I 
think  it  has  been  a  very  enlightening  hearing  and  I  appreciate  very 
much  your  all  being  here  today.  We  will  do  the  best  we  can  in  the 
first  100  days  and  every  100  days  after  that.  Thank  you. 

[Whereupon,  at  4:30  p.m.,  the  committee  was  adjourned,  subject 
to  the  call  of  the  chair.] 
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Madame  Chairwoman,  Today  begins  a  very  ambitious  schedule  of  hearings  before  this 
Committee.    Over  the  next  two  weeks,  we  can  expect  no  fewer  than  nine  hearings,  nearly 
one  hearing  each  day,  on  average.    I  believe  it  is  important  that  the  issues  associated  with 
the  Contract  With  America  be  flushed  out  through  a  process  such  as  the  schedule  you 
have  planned. 

Tax  Policy  and  SmaJl  Business  is  an  area  that  merits  our  attention.    Contrary  to  popular 
belief,  it  is  small  business,  not  the  major  corporations,  that  employ  most  of  the  people 
who  work  in  America.    Ninety-nine  and  seven-tenths  percent  of  all  business  firms  were 
owned  by  small  business  people  in  1990,  the  year  for  which  the  most  current  figures  are 
available.   That  same  figure  is  nearly  reflected  in  my  state  of  North  Carolina,  where 
ninety-eight  and  one-tenth  percent  of  all  firms  are  small  business.    Nationwide,  fifty-three 
and  seven-tenths  percent  of  all  private,  nonfarm  workers  were  employed  by  small 
business  in  1990.   Again,  the  figure  in  North  Carolina  was  close  to  that  figure,  at  forty- 
eight  and  seven-tenths  of  a  percent. 

We  should  expect  greater  responsibility  and  an  expanded  role  for  small  business  as  we 
continue  the  process  of  downsizing  the  federal  government.    But  will  that  expectation  be 
met?   Are  we  increasing  resources  and  opening  up  broader  opportunities  by  the  proposed 
policies,  or  are  we  merely  shifting  income,  moving  authority  around  and  changing  the 
faces  of  those  who  are  accountable?   It  should  be  noted,  for  example  that  while  federal 
hiring  has  leveled  off  and  while  federal  jobs  have  been  cut  by  more  than  100,000  over 
the  last  two  years,  with  plans  to  eliminate  another  200,000  federal  jobs,  state  and  local 
government  employment  has  been  rapidly  growing.    It  would  appear,  therefor,  that 
government,  as  a  whole,  isn't  really  being  reduced,  it  is  merely  shifting  in  size  and 
changing  in  form.   That  trend  may  continue.    This  week,  we  will  consider  H.R.  5,  the 
Unfunded  Mandates  legislation,  and  later  we  will  consider  a  proposed  amendment  to  the 
Constitution,  mandating  a  balanced  budget.    If  these  bills  pass,  we  will  likely  witness 
massive  movement  in  resources  and  responsibility,  from  the  federal  government  to  state 
and  local  governments.    State  and  local  government  will  have  to  continue  to  grow  to 
respond  to  the  new  demands,  and  citizens  will  likely  face  new  taxes  at  the  state  and  local 
level.   These  changes  will  occur,  without  the  benefit  of  a  system  of  federal  laws, 
developed  over  a  period  of  time,  that  are  designed  to  protect  citizens  against  harmful  state 
and  local  decisions. 

I  look  forward  to  hearing  from  the  witnesses  whether  this  shifting  of  resources  and 
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responsibility  will  mean  real  change,  for  the  better,  for  the  people. 

At  bottom,  the  salient  issue  of  today's  discussion  and  of  an  ongoing  debate  is  how  do  we 
foster  and  insure  the  growth  and  economic  viability  of  small  business.    Under  the 
Contract  With  America,  we  are  being  told  that  we  can  best  accomplish  this  goal  by 
passing  legislation  to  cut  capital  gains  and  exempt,  by  fifty  percent,  the  taxes  that  are 
paid  from  capital  gains.    Or,  we  are  told,  that  what  small  business  needs  is  a  more 
generous  depreciation  allowance  that  allows  indexing  of  depreciation,  tied  to  inflation. 
The  more  comprehensive  proposals  being  offered  include  a  total  change  in  the  current  tax 
system.    A  flat  tax  that  levels  off  at  seventeen  percent  after  a  period  of  time  has  also  been 
proposed.    These  tax  proposals,  we  are  told,  will  spark  economic  growth  and  encourage 
investment  by  placing  more  money  into  the  hands  of  the  Nation's  entrepreneurs  and 
investors.    These  proposals,  we  are  told,  will  prime  the  pump  for  a  dynamic  economy. 

Unfortunately,  these  tax  proposals  sound  very  similar  to  proposals  we  heard  in  the 
1980's,  some  of  which  were  implemented.   Under  those  proposals,  we  witnessed  the 
ballooning  of  our  budget  deficit  to  more  than  $4  trillion.    We  witnessed  the  collapse  of 
the  savings  and  loan  industry.    And,  we  witnessed  an  increase  in  the  gap  between  those 
with  money  and  those  without.    We  must  avoid  wedding  ourselves  to  the  disproved 
policies  of  the  past.    Long  term,  sustained  investment  that  includes  the  many,  will  serve 
us  far  better  than  short-term,  short-lived  ventures  that  benefit  only  a  few. 

Madame  Chairwoman,  we  must  also  avoid  change  just  for  change's  sake.    Last  Congress, 
we  passed  the  largest  deficit  reduction  package  in  history,  and  we  made  some  adjustments 
in  tax  policy.   The  benefits  of  those  actions  are  beginning  to  be  felt  as  the  economy  has 
experienced  gradual,  but  steady  improvement.    Unemployment  fell  from  5.6%  in 
November,  to  5.4%  last  month,  the  lowest  it  has  been  in  four  and  a  half  years.    In 
December,  business  added  more  than  a  quarter  of  a  million  workers  to  their  payrolls. 
When  combined  with  November,  some  488,000  workers  joined  the  labor  force  in  two 
months  as  a  result  of  hiring  by  businesses  in  the  United  States.   In  sum,  our  policies, 
adopted  last  Congress,  appear  to  be  working.    Should  we  be  pursuing  change  in  light  of 
this  progress?   More  importantly,  at  the  end  of  each  day,  we  must  be  honest  and  ask 
ourselves  the  question,  who  will  be  helped  by  our  actions  and  who  will  be  hurt?   These 
are  important  questions  that  I  hope  our  witnesses  will  address.    I  certainly  intend  to  ask 
them  about  their  views. 


45 


STATEMENT  OF  REP.  JOHN  J.  LaFALCE,  (D-NY) 
Ranking  Minority  Member,  House  Committee  on  Small  Business 

TAX  POLICY  AND  SMALL  BUSINESS:   THE  CONTRACT  WITH  AMERICA 

January  18,  1995 


Let  me  begin  by  congratulating  you  again  on  your  new  chairmanship.  Throughout 
our  time  together  on  this  Committee,  we  have  worked  together  on  a  bipartisan  basis  to 
improve  the  climate  for  small  businesses  across  America.  These  issues  concern  Democrats 
and  Republicans  alike,  and  I  look  forward  to  working  with  you  and  all  the  other  Members 
of  the  Committee  in  this  new  Congress. 

I  would  like  to  thank  you  for  calling  this  hearing  on  tax  policy  and  small  business. 
I  am  pleased  that  we  will  be  able  to  begin  exploring  the  tax-related  proposals  in  the 
"Contract  with  America,"  and  to  seek  to  determine  their  effects  on  small  businesses. 

Having  reviewed  the  tax  provisions  of  this  "contract,"  I  have  serious  concerns  and 
reservations  about  its  proposals.  I  am  not  at  all  convinced  that  the  Contract  with  America 
will,  in  the  long  run,  benefit  small  businesses  and  small  business  owners.  Particularly  in  the 
area  of  tax  policy,  it  seems  likely  that  the  biggest  "benefits"  promised  in  the  contract  would 
flow  to  the  wealthiest  individuals  and  the  wealthiest  corporations  -  not  to  small  businesses. 

I  believe  that  the  typical  small  business  owner  looking  at  the  entire  contract  would 
be  surprised  at  how  infrequently  the  document  actually  refers  to  small  businesses.  In  all  of 
the  ten  bills  that  make  up  the  Contract,  less  than  five  pages  are  devoted  to  "small  business 
initiatives."  Less  than  five  pages  for  small  businesses  -  the  primary  engines  of  job  growth 
and  innovation  in  this  country. 

In  contrast,  two  centerpieces  of  H.R.  9  are  a  massive  capital  gains  tax  cut  and  a 
proposed  neutral  cost  recovery  system.  Neutral  cost  recovery  will  primarily  benefit  large 
companies  and  corporations,  and  is  apt  to  be  unhelpful  to  smaller  firms.  Moreover,  the 
Joint  Committee  on  Taxation  has  estimated  that  73  percent  of  the  benefits  from  the  capital 
gains  tax  cut  would  go  to  those  making  $100,000  or  more.  Further,  the  cut  would  cost  the 
U.S.  Treasury  more  than  $200  billion  over  the  next  10  years. 

This  Committee  and  Congress  must  recognize  an  important  reality:  that  tax  cuts  - 
even  those  that  could  benefit  small  businesses  in  the  short  term  -  should  not  and  cannot 
come  at  the  expense  of  deficit  reduction.  If  we  jeopardize  the  economy  by  slashing  tax  rates 
and  "exploding"  the  deficit,  we  will  only  cause  even  more  harm  to  small  businesses  in  the 
long  run. 

I  urge  my  colleagues  on  both  sides  of  the  aisle  to  use  these  hearings  to  carefully 
examine  the  full  impact  of  the  Contract  with  America,  as  well  as  other  recent  tax  proposals. 
We  owe  no  less  to  our  nation's  vital  small  businesses. 

I  join  Chairman  Meyers  in  welcoming  the  witnesses,  and  I  look  forward  to  the 
testimony  of  each  of  you. 
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Opening  Statement  of  the  Hon.  Marty  Meehan  of  Massachusetts 
Small  Business  Committee  Hearing  on  Tax  Provisions  in  the  "Contract  with  America" 

January  18,  1995 


Good  morning,  Madam  Chairwoman  and  members  of  the  Committee. 

During  my  first  term  in  Congress,  Rep.  Bob  Franks-(R-NJ)  and  I  launched  the  Northeast- 
Midwest  Congressional  Coalition  Manufacturing  Task  Force  because  we  feel  the  U.S.  and 
global  economies  are  experiencing  rapid  and  fundamental  economic  change.   We  also  believe 
that  to  effectively  compete  in  this  new  global  economy,  U.S.  workers  and  companies  must  be 
equipped  to  deal  with  rapidly  changing  technology  and  to  create  and  sustain  the  high  levels  of 
knowledge  required  in  this  global  economy. 

Madam  Chairwoman,  there  are  three  actions  that  Congress  must  take  to  increase  the  chances 
of  success  of  our  workers,  managers  and  companies  in  this  new  technology  driven, 
knowledge  intensive  world. 

First,  we  must  seek  to  achieve  a  balanced  federal  budget  by  continuing  to  reduce  the  deficit. 
The  federal  government's  continued  heavy  demands  in  the  global  credit  market  makes  it 
mere  expensive  for  private  sector  borrowers  tc  raise  the  capital  they  need  for  future  growth. 

Second,  we  must  encourage  households  and  businesses  to  increase  their  savings  so  as  to 
expand  the  funds  available  for  investment  in  companies  and  jobs  of  the  future.    As  a  rough 
rule  of  thumb,  80%  of  a  country's  investment  funds  come  from  its  own  savings. 

Third,  if  the  technologies  of  the  future  are  to  be  successfully  developed,  we  must  encourage 
our  workers  and  companies  to  take  on  increased,  but  prudent,  levels  of  risk. 

To  achieve  these  policy  objectives,  Congress  must  consider  making  substantial  changes  to 
current  tax  law.   As  it  is  written  today,  many  provisions  of  the  Tax  Reform  Act  of  1986  not 
only  do  not  encourage  savings,  investment  and  risk-taking  but,  in  fact,  may  discourage  those 
activities  and  have  resulted  in  reduced  levels  of  employment  and  slower  economic  growth. 
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Closing  tax  loopholes  that  unfairly  enrich  one  group  at  the  expense  of  other  usually  lower 
income  groups  is  a  worthwhile  policy  objective.    However,  more  importantly,  I  believe 
current  tax  law  fails  to  distinguish  between  those  economic  activities  that  are  productive  and 
to  be  encouraged  and  those  that  are  unproductive  and  only  benefit  a  wealthy  few.    It  is  the 
productive  activity,  such  as  investment  in  the  manufacturing  sector,  that  the  tax  law  should 
encourage. 

In  the  last  two  years,  the  Manufacturing  Task  Force  held  field  hearings  to  look  at  several 
options  for  what  would  be  the  most  efficient  means  spurring  long  term  capital  formation.    In 
developing  our  key  proposals,  we  concluded  that  a  carefully  crafted  capital  gains  rate 
reduction,  was  most  efficient  in  that  it  will  result  in  increases  in  savings,  investment  and  risk 
taking  and  create  enhanced  revenue  in  the  long  term. 

The  Task  Force's  proposal  calls  for  the  establishment  of  a  targeted  long  term  capital  gains 
tax  rate  cut:  to  23.5  percent  for  productive  assets  held  for  three  yean  or  longer;  for  assets 
held  six  years  or  more,  the  rate  would  drop  to  19  percent.   The  cut  would  be  aimed  at 
investments  in  manufacturing. 

We  believe  this  proposal  offers  several  key  advantages.    This  type  of  rate  cut  would 
discourage  short-term  speculative  buying  and  selling  of  assets,  a  pattern  that  runs  counter  to 
the  capital  needs  of  manufacturers.     Instead,  it  provides  an  incentive  for  manufacturers  to 
carry  out  long-range  planning  and  investments  -  essential  if  they  are  to  modernize,  develop 
new  product  lines,  or  expand  production.    It  only  provides  favorable  treatment  to  productive 
assets  -  excluding  assets  such  as  art  and  antiquities  .   We  believe  tax  policy  should  only  be 
more  favorable  for  taxpayers  who  make  an  explicit  contribution  to  increases  in  economic 
growth  and  employment.  The  two-tiered  approach  serves  as  a  good  middle  ground,  able  to 
capture  the  advantages  that  a  capital  gains  rate  cut  would  have  for  both  spurring  investment 
and  encouraging  patient  capital. 

Finally,  I  would  like  to  address  revenue  impact.     There  is  no  doubt  that  all  tax  cuts  carry  a 
cost,  in  terms  of  foregone  revenues.   However,  the  Task  Force  proposal  is  more  fiscally 
responsible  —  targeting  it  to  manufacturing  provides  a  mechanism  that  will  limit  the  potential 
for  blatant  abuse  as  well  as  support  of  investment  activities  with  little  economic  impact  or 
little  effect  on  the  clear  need  for  patient  capital.   This  will  reduce  the  proposal's  fiscal 
impact. 

In  short,  the  Task  Force's  capital  gains  tax  proposal  will  help  address  the  problems  of  long- 
term  capital  availability  that  many  small  manufacturers  face.    Targeting  the  cut  to 
manufacturing  investment  will  give  manufacturers  the  ability  to  better  plan  for  and  carry  out 
modernization  activities,  which  ultimately  increases  U.S.  competitiveness  and  job  creation. 

Thank  you  and  I  look  forward  to  hearing  testimony  today  on  the  small  business  community's 
views  on  the  "Contract  with  America." 


48 


STATEMENT  OF  CHAIR  JAN  MEYERS 

COMMITTEE  ON  SMALL  BUSINESS 

U.S.  HOUSE  OF  REPRESENTATIVES 

FULL  COMMITTEE  HEARING 

"THE  CONTRACT  WITH  AMERICA  AND  SMALL  BUSINESS: 

WORKING  TOWARDS  COMMON  SENSE  TAX  AND  REGULATORY  POLICIES 

IN  THE  FIRST  100  DAYS,  AND  BEYOND" 


CHAIR:   The  Committee  will  come  to  order. 

This  morning  the  Small  Business  Committee  begins  the  first 
in  a  series  of  hearings  designed  to  take  an  extensive  look  at  the 
"Contract  With  America"  and  what  it  means  for  "main  street 
America."   As  indicated  by  the  November  election,  the  American 
people,  and  small  business  owners,  are  ready  for  new  leadership 
in  a  new  direction.   Business  as  usual  in  Washington  has  led  to 
greater  and  greater  intrusion  of  the  federal  government  into  the 
operation  and  pocketbook  of  small  business.   The  result?   Job 
loss  instead  of  job  creation,  stagnation  instead  of  business 
growth,  frustration  in  place  of  innovation. 

The  Contract  With  America,  and  specifically  the  Job  Creation 
and  Wage  Enhancement  Act  portion  of  the  Contract,  recently 
introduced  as  H.R.  9,  contains  numerous  tax  and  regulatory  relief 
items  of  interest  to  small  business.   Today  I've  asked  our 
witnesses  to  give  us  their  broad,  overall  impressions  of  the 
Contract's  provisions  for  small  business.   What  items  are  of  most 
interest  to  their  particular  business?   How  would  those 
provisions  be  helpful?   Are  there  concerns  and  problems  for  your 
business  that  aren't  specifically  addressed  in  the  Contract?   If 
so,  what  are  they  and  how  would  you  recommend  that  Congress 
address  those  problems  and  concerns? 

After  today's  hearing,  but  before  the  end  of  the  month,  the 
Committee  will  be  meeting  frequently  to  receive  testimony  on  some 
specific  provisions  in  the  Contract,  such  as  the  home  office 
deduction,  and  estate  taxes.   Because  the  Committee  will  be 
hearing  extensive  testimony  on  some  specific  tax  and  regulatory 
items,  I  would  ask  our  witnesses  today  to  try  to  focus  their 
comments  on  the  "big  picture."   In  other  words,  how  do  we  create 
a  small  business  friendly  economic  climate  in  this  country  and 
provide  more  opportunities  for  business  ownership,  and  new  jobs 
for  American  workers? 

The  Small  Business  Committee  has  a  very  important  role  in 
the  House  as  an  advocate  and  ombudsman  for  the  small  business 
community.   As  such  we  will  work  closely  with  other  Committees  to 
provide  the  ideas,  the  information,  and  the  support  necessary  to 
change  federal  policies  counterproductive  to  small  business  and 
economic  growth.   Today's  hearing  marks  the  beginning  of  that 
important  work- -work  that  will  continue  in  earnest  in  the  days 
and  months  to  come . 


49 

Madame  Chairman,  Members  of  the  Committee*  Ladteparid  Qui  illwien. 


Good  afternoon.  Thank  you  for  gMt^-the  privilege  of  testifying  before  you  today 
in  regards  to  the  tax  provisions  of  the  Contract  with  America.  I  am  here  today 
representing,  as  its  Immediate  Past  President,  National  Small  Business  United  (NSBU). 
NSBU  is  the  oldest  trade  association  exclusively  representing  small  businesses  in  this 
country  for  over  50  years  now.  NSBU  is  a  volunteer-driven  association  of  smell 
businesses  from  across  the  country,  founded  from  a  1986  merger  of  the  National  Small 
Business  Association  and  Small  Business  United.  NSBU  represents  over  60,000 
businesses  and  has  members  in  each  of  the  50  states,  as  well  as  representing  local,  state, 
and  regional  small  business  associations. 

In  my  real  life,  I  am  Founder  and  Senior  Partner  of  a  100  person  regional  CPA  firm 
headquartered  in  Cleveland,  Ohio.  Personally,  I  have  been  advising  closely  held  and 
family  businesses  for  most  of  the  last  four  decades.  I  have  also  served  eight  years  as  an 
appointed  member  of  the  Federal  Tax  Division  of  the  American  Institute  of  CPAs,  including 
three  years  on  its  Executive  Committee. 

First,  we  want  to  thank  the  Small  Business  Committee,  and  particularly  Chairman 
Meyers,  for  holding  this  hearing  and  for  scheduling  such  an  aggressive  slate  of  issues  to 
the  Committee's  year.  We  think  K  Is  critical  for  the  Small  Business  Committee  to  continue 
to  explore  a  broad  range  of  small  business  issues,  even  where  final  legislative  jurisdiction 
lies  with  another  committee,  so  we  are  very  excited  that  you  agree. 
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As  a  preamble  to  my  remarks,  I  think  I  speak  on  behalf  of  most  small  businesses 
In  generally  applauding  the  efforts  in  the  Contract  with  America,  especially  those  aimed 
at  balancing  the  budget,  line  item  veto,  and  the  reduction  of  regulations  which  hamper  the 
way  ad  small  businesses  do  business.  In  addition,  I  know  there  are  many  struggling  small 
business  people  who  will  be  very  much  benefited  on  a  personal  basis  by  the  proposed 
middle  Income  tax  relief  provisions.  The  remainder  of  my  remarks  will  address  the  other 
tax  provisions  of  the  contract 

CAPITAL  GAINS 

Taxing  capital  gains  at  a  lower  rate  has  been  recognized  as  a  valid  investment 
Incentive  since  1921,  when  the  differential  was  first  introduced.  With  the  tax  reform 
measures  of  1986  came  an  elimination  of  any  capital  gains  differentials  or  exclusions.  In 
the  last  few  years,  a  capital  gains  differential  has  been  reintroduced,  but  only  to  the  extent 
of  the  Increase  in  ordinary  Income  tax  rates,  and  the  capital  gains  tax  rate  has  remained 
at  28%.  In  addition,  a  smeller  targeted  capital  gains  tax  cut  was  passed  as  pan:  of  the 
1 993  law.  This  provision  allows  an  individual  who  Invests  in  the  original  Issue  of  stock 
from  a  "C"  corporation  valued  at  less  than  $50  million  and  holds  it  for  five  years  to  exclude 
half  of  the  gain  from  taxation.  But  this  provision  does  not  apply  to  corporations, 
partnerships,  or  sole  proprietorships  which  constitute  a  vast  majority  of  small  business 
entities. 

Capital  gains  incentives  have  traditionally  been  seen  as  a  tool  of  venture  capitalists 
and  wealthy  investors.  But  we  must  remember  the  vast  networks  of  Informal  investors  in 
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the  small  business  community.  Research  conducted  by  the  Small  Business  Administration 
snows  that  Informal  equity  Investor*  in  small  firms  are  a  much  larger  financing  factor  than 
venture  capital.  Annual  informal  investment  Is  very  conservatively  estimated  to  be  two  to 
three  times  the  $4  billion  invested  annually  buy  venture  capital  companies  in  the  US. 
Other  studies  have  estimated  the  annuel  flow  of  Informal  equity  to  be  over  $30  billion. 

In  order  to  make  the  taxation  of  capital  gains  beneficial  for  investment,  NSBU  has 
proposed  relief  targeted  to  small  businesses,  but  is  also  supportive  of  the  establishment 
of  a  broad-based  capital  gains  exclusion,  such  as  the  one  proposed  in  the  GOP  Contract 
But,  In  order  to  assure  that  the  exclusion  Is  helping  long-term  investment  rather  than  short- 
term  gain,  NSBU  has  further  recommended  the  graduation  of  that  differential  based  upon 
the  holding  period  of  the  asset.  Essentially,  we  would  lower  the  rate  as  the  holding  period 
rises.  The  proposal  In  the  Contract  would  give  all  capital  gains  the  same  reduced  tax  rate. 
We  would  prefer  an  exclusion  tied  to  the  holding  period,  one  that  might  eliminate  the  tax 
entirely  after  ten  or  fifteen  years. 

One  of  the  ways  that  the  proposal  will  definitely  help  long-term  investment  in  small 
business  is  indexing  gains  to  Inflation.  We  enthusiastically  support  this  provision. 

TAXES  ON  ESTATES 

An  issue  of  long-standing  concern  for  many  small  business  owners  is  the  tax  on 
inherited  property.  For  years,  families  have  been  faced  with  the  problem  of  liquidating  the 
family  business  In  order  to  pay  for  the  taxes  on  Its  inheritance. 
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NSBU  Is  naturally  very  supportive  of  the  Contract's  proposal  to  raise  the  exemption 
level  to  $750,000  and  Index  It  for  inflation.  This  step  will  partially  offset  the  erosion  in  the 
tax  position  of  many  small  family  businesses.  But  NSBU  is  eager  to  find  more  Innovative 
and  equitable  ways  to  allow  the  continuation  of  family  businesses.  For  instance,  there 
have  been  proposals  to  treat  tangible,  illiquid,  productive  assets  (such  as  a  small 
business)  more  generously  than  other  assets  (such  as  cash  or  collectibles)  for  estate  tax 
purposes.  Not  only  would  such  a  change  make  it  easier  for  a  small  business  to  survive  the 
death  of  a  principle  owner,  it  would  encourage  others  to  make  productive  investments  with 
their  assets.  Elimination  of  the  tax  entirely  of  the  transfer  of  a  family  business  (with  a 
carryover  basis)  as  an  elective  alternative  would  also  be  very  desirable. 

DEPRECIATION  AND  EXPENSING 

The  Contract  with  America  contains  a  very  helpful  small  business  provision,  an 
increase  In  "expensing"  form  a  maximum  of  $17,500  per  year  to  $25,000  per  year.  This 
provision  allows  small  businesses  to  Immediately  deduct  (expense)  this  amount  of 
equipment  purchase  in  the  year  of  the  transaction.  This  Increased  deduction  would  be 
very  helpful  for  cash-strapped  small  businesses  that  are  ready  to  grow  and  Improve  or 
enlarge  their  capital  base.  NSBU  enthusiastically  supports  this  provision  and  hopes  that 
the  final  legislation  provides  for  an  even  greater  increase. 

Another  proposal  in  the  Contract  is  called  neutral  cost  recovery,  which  essentially 
factors  inflation  into  the  depreciation  schedule  and  allows  businesses  to  claim,  In  the  long 
run,  more  depreciation  than  the  actual  cost  of  the  asset.  Under  the  scheme,  depreciation 
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would  be  less  In  the  early  years,  but  considerably  higher  in  the  out  years.  This  new 
depreciation  system  Is  very  complex,  which  greatly  reduces  that  likelihood  that  small 
businesses  will  make  wide  us  of  It  The  backloading  effect  of  the  provision  is  also  likely 
to  be  unpopular  with  small  businesses. 

Although  the  neutral  cost  recovery  system  is  innovative,  we  do  not  believe  it  will  be 
a  cost  effective  way  to  create  an  investment  Incentive.  Please  consider  the  following  idea 
which  I  believe  creates  that  Incentive  at  virtually  no  net  cost: 

A  business  expansion  tax  deferral.  There  should  be  a  dollar-for-dollar  one-year 
deferral  of  all  net  income  tax  liabilities  to  the  extent  that  there  are  Increases  in  the  net 
depreciated  value  of  fixed  assets  (other  than  real  estate)  and  the  book  value  of  Inventory. 
In  other  words,  for  every  dollar  that  a  business  increases  its  net  assets  by  investing  in  plan 
and  equipment,  it  can  defer  a  dollar  of  federal  income  tax  Since  such  a  plan  does  not 
reduce  total  tax  liabilities,  a  fair  model  would  score  it  es  at  least  budgetarily  neutral  over 
time,  if  the  economic  growth  the  deferral  will  stimulate  were  counted,  there  would  be 
revenue  gains.  But  since  the  plan  would  ease  tax  burdens  in  the  years  in  which  growth 
is  actually  occurring,  economic  growth  should  be  markedly  strengthened.  Though  the 
deferral  would  only  extend  for  one  year,  further  increases  in  net  depreciated  assets  could 
further  extend  the  deferral. 

Further  details  of  the  plan  Include: 
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1.  The  deferral  amount  would  be  based  upon  the  net  increase  in  the 
depreciated  value  of  the  fixed  assets  and  the  tax  basis  of  the  inventory; 

2.  If  the  increase  exceeds  the  tax  liability,  the  excess  could  be  carried  oven 

3.  In  order  to  avoid  taxpayer  "game-playing,"  the  immediately  preceding  year's 
decrease  In  assets  would  be  subtracted  form  the  current  year's  increase  in  assets,  so  that 
taxpayers  would  not  plan  their  acquisitions  only  in  alternate  years. 

4.  The  tax  deferral  would  be  interest  free. 

We  believe  this  Idea  holds  a  great  deal  of  promise.  The  deferral  could  be  a  great 
help  to  rapidly  growing  companies  (the  ones  where  most  of  the  jobs  gains  occur)  while  not 
seriously  affecting  total  federal  revenues  over  time.  We  hope  the  Committee  will  be  able 
to  give  It  serious  attention. 

HOME  OFFICE  DEDUCTION 

NSBU  was  very  pleased  to  see  that  the  Contract  deals  with  correcting  the  current 
inequity  In  the  home  office  deduction.  Created  by  a  Supreme  Court  ruling  two  years  ago, 
the  new  interpretation  of  the  deduction  greatly  restricts  the  ability  of  a  home-based 
business  to  take  an  appropriate  deduction  for  the  use  of  their  home  as  an  office  The 
language  in  the  Contract  should  be  very  helpful  to  these  businesses  and  should  effectively 
address  the  issues  raised  by  the  Court's  ruling. 
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Testimony  Before  the  United  States  House  of  Representatives 

Committee  on  Small  Business 

Karen  Kerrigan,  President 

Small  Business  Survival  Committee 

January  18, 1995 

Contract  With  America 

Chairwoman  Meyers,  I  would  like  to  thank  the  Small  Business  Committee  for  inviting 
the  Small  Business  Survival  Committee  to  testify  before  you  today  on  the  future  of  small 
business  in  America,  and  how  the  new  Congress  and  the  Administration  --  particularly  through 
specific  proposals  in  the  Contract  With  America  -  can  begin  to  alleviate  burdens  which  are 
unnecessarily  strangling  small  businesses. 

The  Small  Business  Survival  Committee  (SBSC)  is  a  40,000-member  nonpartisan, 
nonprofit  advocacy  organization  fighting  against  the  growing  burden  of  taxation  and  regulation 
on  American  small  business  and  individuals.  Members  of  SBSC  represent  a  diversity  of  small 
businesses  and  enterprises  across  America.  From  home-based  businesses,  to  traditional  "mom 
and  pop"  businesses,  to  small  manufacturers,  to  1 995  entrepreneurs  and  others  --  SBSC's 
membership  is  as  diverse  as  the  small  business  sector  itself. 

Indeed  the  tax  and  regulatory  constraints  imposed  by  the  government  not  only  hurt  small 
business  growth,  but  have  led  to  a  multitude  of  economic  distortions.  To  correct  these  distortions, 
bureaucrats  and  politicians  who  believe  they  can  micro-manage  a  $6.7  trillion  dynamic  economy 
develop  new  proposals  to  remedy  those  caused  by  previous  misguided  policies.    This  condition 
brings  to  mind  the  famous  Ludwig  von  Mises  dictum:  Government  intervention  always  breeds 
economic  dislocation  that  necessitate  more  government  intervention. 

As  a  result,  and  not  surprisingly,  small  businesses  consistently  rank  their  number  one 
day-to-day  obstacles  as  government  imposed  --  taxes,  regulations,  or  both.  We  hear  little  about 
traditional  business-related  hurdles  regarding  sales,  marketing,  motivating  employees,  or  topics 
that  also  require  tremendous  time  and  resources  from  employers.  Government  has  become  the 
main  obstacle  to  small  business  prosperity,  and  not  surprisingly  more  and  more  Americans  do 
not  view  their  government  as  protector  of  our  great  free  enterprise  system. 

In  a  November  1994  post-election  survey  commissioned  by  the  Small  Business  Survival 
Committee  (SBSC),  attitudes  of  small  business  owners  and  employees  working  for  smaller 
enterprises  across  the  United  States  revealed  the  growing  sentiment  of  many  of  Americans   The 
message  from  the  survey  was  clear  —  owners  and  employees  equally  see  the  government  as  an 
opponent  rather  than  a  partner  in  their  pursuit  of  the  American  Dream.  Fully,  65  percent  of 
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owners  and  63  percent  of  employees  saw  the  government  as  an  opponent  rather  than  a  partner 

While  the  results  of  the  SBSC  survey  illustrate  the  important  "rebuilding"  work  that 
Congress  and  the  Clinton  Administration  must  do  to  restore  faith  with  the  American  people,  we 
are  confident  that  members  of  the  Small  Business  Committee  will  work  hard  to  reverse  these 
numbers  and  restore  America's  confidence  in  the  federal  government.  If  there  is  anything  in 
America  that  represents  attainment  of  the  American  Dream,  it  is  owning  your  own  business 

As  Members  of  the  Small  Business  Committee  are  aware,  the  technological  explosion  in 
America  has  totally  transformed  the  way  America  does  business.  Nearly  40  million  Americans 
now  work  out  of  their  homes,  with  a  sizable  majority  of  these  running  a  business  from  the  home. 
As  corporations  continue  the  more  than  decade-long  trend  of  "right-sizing"  or  downsizing, 
experienced  men  and  women  in  their  prime  earning  and  productive  years  have  found  themselves 
out  of  jobs  overnight.  Riding  the  wave  of  outsourcing  in  American  business,  many  of  these 
seasoned  workers  are  starting  their  own  businesses.  Working  from  their  homes  and  cars,  a  new 
army  of  entrepreneurs  will  re-shape  tomorrow's  work  force  while  creating  new  markets  for  goods 
and  services,  and  setting  new  work-related  trends  leading  us  into  the  year  2000. 

While  technology  combined  with  an  array  of  economic  and  social  factors  are  contributing 
to  the  boom  in  home-based  enterprises,  the  traditional  American  workplace  is  still  alive  and  well. 
Millions  of  owners  still  travel  to  the  office,  shop,  restaurant  or  other  work  site  to  open  their  doors 
for  business  each  day  -  an  American  tradition  which  appears  never  will  be  broken. 

While  home-based  businesses,  mobile  entrepreneurs  and  the  traditional  work-site 
employer  "mix"  may  appear  to  offer  policy  makers  with  a  complex  set  of  variables  for  ensuring 
small  business  growth  into  the  next  millennium,  the  principled  course  embraced  by  small 
business  transcends  any  concern  that  politicians  should  have  about  trying  to  "help"  all  groups  - 
government  should  simply  get  out  of  the  way. 

Translated,  this  simply  means  that  Washington's  micro-management  should  cease,  with 
real  regulatory  and  tax  relief  topping  the  agenda  for  the  new  Congress.  The  components  within 
the  Contract  With  America  begin  to  lift  some  of  the  government-imposed  burdens  that  are 
weakening  our  economy  and  entrepreneurship.  The  Contract  proposes  a  good  start. 

The  Contract  With  America  and  Small  Business 
An  Overview 

The  U.S.  government,  whose  job  it  is  to  protect  and  preserve  America's  free  enterprise 
system,  is  slowly  becoming  a  foe  of  the  private  sector.  The  Job  Creation  and  Wage 
Enhancement  Act  of  the  Contract  addresses  two  main  areas  ~  taxes  and  regulations  --  where  the 
twin  burden  of  both  is  slowly  strangling  productive  entrepreneurial  activity. 

Capital  Gains  Tax  Cot  -  Most  entrepreneurs  seeking  to  start  up  or  expand  an  enterprise 
will  tell  you  of  a  major  obstacle  -  raising  capital.  Encouragement  for  pnvate-sector  investment 
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in  small  business  needs  to  be  enhanced.   While  SBSC  fully  supports  eliminating  the  capital  gains 
tax,  the  Contract  proposal  which,  combined  with  indexation,  reduces  the  top  capital  gains  tax 
rate  to  19 8  percent,  could  be  the  most  pro-growth  step  taken  by  the  new  Congress 

There  is  no  more  important  economic  task  than  investing  both  sweat  and  capital  in  new 
ideas,  innovations,  and  enterprises.  Yet  the  risky  nature  of  such  ventures  scares  off  bank  lending 
officers.  Therefore,  venture  capital,  whether  raised  from  one's  family  and  friends  or  from 
professional  investors,  remains  a  critical  source  of  funding  for  entrepreneurial  enterprises. 

The  capital  gains  tax  is  a  direct  levy  on  investment  and  entrepreneurship.  Investment  and 
entrepreneurship  are  the  lifcblood  of  a  vibrant  economy  and  remain  the  engines  of  economic 
growth  and  job  creation.  The  current,  non-indexed  federal  tax  rate  of  28  percent  on  capital  gains 
remains  a  formidable  obstacle  to  economic  expansion,  especially  considering  the  risky  nature  of 
investing,  and  starting  and  operating  a  business. 

The  potential  benefits  of  reducing  and  indexing  the  capital  gains  tax  are  clear.  Venture 
capital  investment  was  on  the  rise  as  the  U.S.  capital  gains  tax  rate  declined  up  to  1986;  followed 
by  a  dramatic  downturn  as  the  rate  was  hiked  40  percent  in  1987,  from  20  percent  to  28  percent 
Since  the  1986  Tax  Reform  Act  raised  the  capital  gains  tax  rate  by  40  percent,  venture  capital 
investment  has  nose-dived,  and  federal  capital  gains  tax  revenues  have  consistently  run  well 
below  government  expectations.  In  fact,  according  to  CATO  economist  Steve  Moore,  1991 
revenue  realizations  (most  recent  available)  equaled  $108  billion  versus  a  late-1980's 
Congressional  Budget  Office  prediction  of  $269  billion  and  a  Joint  Economic  Committee 
prediction  of  $285  billion. 

In  the  new  global  economy,  it  is  imperative  that  the  United  States  be  competitive  with 
other  nation's  on  the  capital  gains  front  -  the  U.S.  needs  to  be  a  haven  and  magnet  for  capital. 
The  current  non-indexed  capital  gains  tax  rate  is  not  competitive  internationally    Belgium, 
Germany,  Hong  Kong  the  Netherlands  all  have  a  zero  rate  on  long-term  capital  gains    Canada, 
France,  Italy  and  Sweden  have  lower  capital  gains  than  the  U.S.,  with  Japan's  rate  equalling  1 
percent  of  sales  price  or  20  percent  of  net  capital  gain.  Even  the  two  nation's  with  higher 
nominal  rates  than  the  United  States  -  Australia  and  the  United  Kingdom  -  allow  for  capital 
gains  to  be  indexed  for  inflation.  Hence,  the  U.S.  real  capital  gains  tax  rate  often  will  exceed  the 
rate  in  Australia  and  the  U.K.,  depending  on  U.S.  inflation. 

Given  the  critical  and  risky  nature  of  investment  and  entrepreneurship,  and  the 
importance  of  maintaining  a  competitive  environment  in  a  global  economy,  capital  gains  should 
be  excluded  altogether.  A  zero  capital  gains  tax  rate  would  ensure  that  entrepreneurial  risk 
taking,  so  crucial  to  economic  growth,  would  not  be  impeded  by  the  US  federal  tax  code    The 
steps  taken  in  the  Contract  to  reduce  and  index  the  capital  gains  tax  rate  is  a  good  start 

Opponents  who  engage  in  class  warfare  rhetoric  to  dismiss  the  lowering  and  elimination 
of  capital  gains  tax  rates  are  employing  tactics  which  the  American  public,  quite  frankly,  is  sick 
of  hearing.   "Soak-the-rich"  schemes  and  "fair-share"  arguments  will  continue  to  backfire  on 
those  who  feel  they  can  defeat  the  issue  on  these  divisive  grounds.  Not  only  does 
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reducing/eliminating  the  capitaJ  gains  tax  make  sense,  but  capital  gains  tend  to  be  spread  across  a 
wider  income  spectrum  than  many  believe.  Based  on  1992  federal  income  tax  returns,  56  percent 
of  returns  claiming  capital  gains  were  from  incomes  of  $50,000  or  less,  including  the  capital 
gain.  Fully,  83  percent  of  returns  with  capital  gains  were  from  total  incomes  of  less  than 
$100,000. 

Small  business  is  the  engine  of  economic  growth  and  job  creation.  In  order  to  undertake 
and/or  expand  a  small  business,  one  needs  capital.  Without  adequate  capital,  new  ideas  and 
businesses  either  never  make  it  to  the  marketplace  or  they  die  a  premature  death.  With  such 
deaths  go  products,  services  and  jobs.  By  taking  the  first  step  in  the  Contract  With  America,  and 
indexing  and  reducing  the  capital  gains  tax  rate,  Congress  and  the  Administration  would  greatly 
strengthen  incentives  for  investment  and  cntreprcneurship  --  boosting  economic  growth  and 
activity. 

Small  Business  Incentives  in  the  Contract  -    Individuals  respond  to  tax  and  savings 
incentives  which  can  have  a  profound  impact  on  robust  and  sustained  economic  growth.  Policy 
makers  need  also  to  look  at  the  changing  nature  of  the  economy.  As  aforementioned,  home- 
based  businesses  are  booming.  Clarifying  the  deduction  for  home-offices  recognizes  our 
changing  work  force  while  reducing  questions  regarding  who  qualifies  and  who  does  not. 
Increasing  the  estate  tax  exemption  from  $600,000  to  $750,000  helps  small  businesses  pass  on  a 
family-owned  enterprise  to  the  next  generation  —  the  U.S.  tax  code  should  not  penalize  families 
for  wanting  to  keep  the  business  in  the  family.    The  small  business  expensing  provision  in  the 
Contract  encourages  investment  in  equipment  and  inventory  by  allowing  small  businesses  to 
deduct  the  first  $25,000  in  equipment  and  inventory.  All  of  the  above  are  good  steps  to  help 
"prime  the  pump"  for  small  business  growth. 

Regulatory  Reform  and  Small  Business  -  The  impact  of  excessive  regulations  on 
small  businesses,  individuals  and  the  U.S.  economy  is  staggering.  Respected  sources 
conservatively  place  that  cost  as  high  as  $400-$500  billion  annually.  Regulations  and  regulators 
are  out  of  control.  In  addition  to  the  fact  that  there  are  simply  too  many  of  both,  proposing  and 
legislating  "cookie-cutter"  regulations,  does  not  take  into  account  the  broad  spectrum  of  work- 
sites and  types  of  work  performed  in  America.  What  is  only  measured  by  the  regulators  is 
simply  the  Utopian  benefits. 

SBSC  recently  received  a  letter  from  a  small  business  owner  demonstrating  how 
regulatory  zealots  are  destroying  his  small  business.  The  letter  stated: 

"I  have  a  small  wateT  company  (privately  owned).  The  EPA  has  already,  virtually  put  me 
out  of  business  by  requiring  more  and  more  contaminants  to  be  tested  for.  Now  they  are  going  to 
ram  through  a  test  for  an  insecticide  used  exclusively  in  Hawaii  for  pineapples.  Here  in  south 
Texas  this  is  a  joke. .but  we  still  have  to  pay  $3,000.00  in  lab  fees  for  each  test.  On  our  5 
systems  this  will  be  over  $30,000.00  annually  which  is  twice  my  salary.. .Someone  has  got  to 
stop  this  madness."  Jerry  W.  Boucher,  Owner,  Bulvcrdc  Utility  Company,  San  Antonio,  Texas 

SBSC  supports  the  regulatory  process  reform  components  within  the  Contract.  The 
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combination  of  the  cost-benefit  analysis,  risk-assessment  (with  peer  review  to  accredit  the 
assessment),  a  regulatory  impact  analysis,  and  strengthening  the  Regulatory  Flexibility  Act 
subjecting  it  to  judicial  review  are  all  reform  measures  that  inject  reason  and  accountability  into 
the  regulatory  process.  Without  these  checks  on  federal  regulators,  small  businessmen  and 
women,  like  Mr.  Boucher,  will  continue  to  feel  alienated  by  their  government 

With  common-sense  regulatory  reform  as  proposed  in  the  Contract,  regulators  will  be 
forced  to  project  the  true  economic  and  compliance  costs  of  the  proposed  regulations,  determine 
how  many  jobs  will  be  impacted,  increased  cost  for  consumers,  the  potential  for  stagnated  wages, 
and  how  small  business  growth  may  be  jeopardized 

According  to  a  1992  Republican  Joint  Economic  Committee  report,  the  government 
burden  on  small  business  between  1989  and  1992  increased  over  34  percent.  By  1992,  small 
businesses  were  burdened  with  nearly  $130  billion  more  in  costs  than  what  they  faced  in  1990. 
Since  1992,  government  regulation  and  higher  taxes  have  added  billions  more  in  costs  for  small 
businesses  and  entrepreneurs. 

The  regulatory  burden  on  small  business  has  been  described  by  many  small  business 
owners  as  simply  agonizing.  The  proliferation  of  paperwork  combined  with  the  daily  pressure  of 
being  targeted  the  target  of  a  federal  agency  inspection  give  business  owners  the  sense  they  are  in 
a  "police-state,"  not  a  free  society.  Strengthening  the  Paperwork  Reduction  Act,  which  requires 
that  the  federal  government  reduce  the  paperwork  burden  on  Americans  by  5  percent  annually 
would  be  a  measurable  relief  to  hard-working  small  business  owners.  The  "Citizens  Bill  of 
Rights"  in  the  Contract  provides  a  check  to  overly  aggressive  federal  inspectors  who  are  not 
accountable  to  anyone   Under  the  "Bill  of  Rights"  an  individual  can  refuse  a  warrantless  search, 
be  present  at  the  time  of  inspection  and,  among  other  rights,  be  reimbursed  for  excessive 
damages.  The  emotional  burden  of  small  business  men  and  women  would  also  be  lifted  giving 
them  more  productive  energy  to  invest  into  their  business. 

SBSC  supports  the  Private  Property  Rights  provision  in  the  Contract.  Environmental 
laws  have  eroded  constitutionally  protected  property  rights  leading  many  small  businesses 
without  recourse  when  their  building,  expansion,  or  renovation  plans  are  halted  because  of 
"wetlands"  or  endangered  species.  Just  compensation  for  the  fair  market  value  of  their  property 
provides  the  needed  check  for  environmental  zealots  who  have  victimized  many  small  business 
owners  and  individuals. 

Following  the  passage  of  these  elements  of  the  Contract,  SBSC  would  like  to  see  a 
common-sense  approach  to  reviewing  existing  regulations  to  determine  which  are  outdated, 
excessive,  or  unwarranted  and  eliminate  those  that  fail  to  meet  an  established  common-sense 
standard.    Repealing  existing  regulations  that  prove  particularly  burdensome  is  a  major  effort 
that  must  he  undertaken  by  the  Congress  and  the  Administration  to  ensure  that  small  businesses 
and  entrepreneurs  will  receive  true  relief. 

Taxpayer  Debt  Bnydown      This  clement  of  the  Contract  within  the  Job  Creation  and 
Wage  Enhancement  Act  clearly  would  empower  small  businesses  and  all  individuals  to  help  "p«y 


60 


off'  the  national  debt.  The  Contract  creates  a  mechanism  for  taxpayers  to  designated  up  to  10 
percent  of  their  tax  liability  to  help  pay  off  the  national  debt.  The  Congress  would  be  required  to 
cut  spending  by  the  amount  requested  by  taxpayers  in  the  "Debt  Buydown." 

Cutting  government  spending  clearly  is  the  number  one  concern  of  small  business 
owners.  When  asked  by  SBSC  in  a  post-election  survey  about  the  most  critical  issue  for  the  new 
Congress  and  the  Administration  that  would  help  ensure  small  business  prosperity,  by  a  two-to- 
one  margin  small  business  owners  and  employees  both  responded  "cut  government  spending." 
Tax  cuts,  regulatory  relief  and  health  care  reform  were  all  very  much  still  on  the  radar  screen,  but 
followed  the  mandate  to  cut  government  spending. 

Downsizing  government  is  an  essential  step  for  the  104th  Congress.  Hence  all  elements 
in  the  Piscal  Accountability  Act  of  the  Contract  With  America  are  critically  important. 

Not  in  the  Contract, 
But  on  the  Mind  of  Small  Business 

Health  Care  Reform  --  For  America's  small  business  owners  the  health  care  crisis  is  a 
health  care  cost  crises.  For  those  small  business  owners  who  provide  health  care  insurance, 
many  see  the  premiums  going  upward  each  year.  For  those  small  businesses  who  do  not  provide 
health  insurance  but  want  to,  they  see  little  possibility  of  providing  the  benefit  for  their 
employees  in  the  future. 

The  key,  of  course,  is  making  health  care  affordable  for  all  Americans  and  all  businesses 
Full  insurance  deductibility  (100%  tax  deductibility)  for  small  business  and  the  self-employed 
would  greatly  help  entrepreneurs  and  their  workers.   The  Congress,  however,  must  still  address 
the  fundamental  issue  of  bringing  down  the  cost  of  health  care.  Real  competition  docs  not  exist 
in  the  consumption  of  health  care,  and  a  healthy  dose  of  competition  is  needed  to  bring  down  the 
cost  of  health  care  purchases. 

SBSC  supports  Medical  Savings  Accounts  (MSAs)  which  would  help  make  health  care 
purchases  more  price  sensitive,  and  would  provide  a  common-sense  solution  to  the  portability 
problem  since  the  MSA  is  owned  by  the  employee.  The  MSA  account,  established  by  the 
employer,  is  coupled  with  a  high-deductible  health  care  insurance  policy    SBSC  also  supports 
voluntary  purchasing  co-operatives  and  other  market-based  solutions  to  health  care  reform. 

Tax  System  Overhaul  -  While  overall  tax  relief  is  important,  devising  a  simpler,  fairer 
system  has  captured  the  hearts  and  imaginations  of  all  Americas.  The  current  U.S.  income  tax 
code  is  a  mess.  High  tax  rates  crush  economic  growth.  Complexity  makes  the  tax  code  a 
frustrating  and  costly  mystery  to  many  small  business  owners.  Business  decisions  are  often 
based  on  tax  law  rather  than  economic  merits. 

The  popularity  of  the  Dick  Armey  Flat  Tax  proposal  has  resonated  deeply  with  the 
American  public.  SBSC  supports  a  tax  system  that  promotes  fairness  and  economic  growth    The 
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Aimey  Flat  Tax  indeed  has  shown  Washington  that  Americans  support  this  type  of  approach 
Recognizing  that  income  (both  business  and  personal)  will  continue  to  be  taxed  well  into  the 
future,  SBSC  believes  a  flat  tax  would  advance  filing  simplicity  that  Americans  are  asking  for 
(cutting  back  on  the  billions  of  hours  and  dollars  spent)  and  perhaps  we  could  witness  an 
improvement  in  compliance  percentages. 

Regulatory  Rollback  -  Lastly,  I  would  like  to  reiterate  the  importance  of  real  regulatory 
rollback.  While  process  reform  is  critical  to  overall  regulatory  reform,  the  cost-benefit  analysis 
and  the  other  reforms  outlined  in  the  Contract  should  retroactively  apply  to  current  regulations. 

On  behalf  of  the  Small  Business  Survival  Committee,  once  again  I  thank  the  Small 
Business  Committee  for  giving  us  the  opportunity  to  express  our  views  here  today.  SBSC  looks 
forward  to  working  with  you  in  the  important  days  ahead  as  wc  begin  the  process  to  lift  the  tax 
and  regulatory  burdens  that  will  not  only  unleash  the  true  power  of  the  entrepreneurship,  but  help 
to  restore  faith  between  the  government  and  all  An--     ans. 
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STATEMENT  OF  AL  MARTIN  ON  BEHALF  OP 
THE  SMALL  BUSINESS  COUNCIL  OF  AMERICA,  INC. 

BEFORE  THE  COMMITTEE  ON  SMALL  BUSINESS 
OF  THE  UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

ON 

TAX  AND  REGULATORY  STRUCTURE  TO 

MAXIMISE  ECONOMIC  GROWTH  AMD  DEVELOPMENT 

January  18,  1995 

Madams  Chair  and  Members  of  the  Committee,  I  an  Al 
Martin,  President  of  the  Small  Business  Council  of  America,  Inc. 
("SBCA") .  I  am  also  a  practicing  attorney  in  Kansas  City 
specializing  in  tax,  business  and  pension  law.  Much  of  my  work  is 
spent  with  family  business  as  well  as  privately-owned,  closely-held 
businesses.  As  President  of  the  SBCA,  I  am  pleased  to  present  our 
viewc  on  our  tax  and  regulatory  structure,  and  how  it  can  be 
restructured  to  maximize  economic  growth  and  development. 

SBCA  is  a  national  nonprofit  organization  which 
represents  the  interests  of  privately-held  and  family-owned 
businesses  on  federal  tax,  health  care  and  employee  benefit 
matters.  The  SBCA,  through  its  members,  represents  well  over 
20,000  enterprises  in  retail,  manufacturing  and  service  industries, 
which  enterprises  represent  or  sponsor  over  two  hundred  thousand 
qualified  retirement  and  welfare  plans. 

We  are  pleased  that  your  Committee  has  scheduled  a  series 
of  hearing  focusing  on  provisions  of  concern  to  the  small  business 
community.  Today,  I  understand,  is  the  "kickoff"  for  a  series  of 
hearings  from  January  18-31  on  the  Contract  with  America's  tax  and 
regulatory  proposals. 

In  accepting  your  invitation,  we  believe  the  SBCA's 
testimony  can  provide  important  insight  on  how  different  proposals 
in  the  Contract  will  benefit  of  the  small  business  community.  In 
addition,  I  will  address  the  need  for  a  common  sense,  dynamic  view 
of  the  economic  effect  of  government  tax  policy. 

The  Small  Business  Committee  should  focus  on  simplifying 
the  tax  and  regulatory  structure  that  is  strangling  economic  growth 
and  opportunity.  We  believe  your  Committee  and  Congress  should 
have  a  special  interest  in  focusing  on  the  need  to  create  a  tax 
system  geared  to  maximizing  economic  growth,  business  development, 
and  self-sufficiency. 
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TO*  COHTRACT  WITH  AMBRICA 

The  SBCA  supports  most,  but  not  all,  of  the  Contract  with 
America,  and  other  simplifying  issues.   We  support: 

1.  Raise  the  estate,  and  gift  tax  exemption  from 
$600,000  to  at  least  $750,000.  This  limit  should  also  thereafter 
be  indexed  for  inflation.  This  will  assist  in  preserving  business, 
including  the  family  farms,  by  reducing  the  need  to  sell  them  to 
pay  estate  taxes. 

2.  Expand  the  Individual  Retirement  Account,  creating 
a  new  American  Dream  Savings  Account  (AOSA) .  The  ADSA  is  "back- 
loaded"  - —  meaning  taxes  are  paid  on  amounts  deposited,  but  not  on 
amounts  withdrawn  for  qualified  purposes.  Amounts  escape  taxation 
if  withdrawn  for:  (1)  retirement  income,  (2)  purchase  of  first 
home,  (3)  college  tuition,  or  (4)  medical  expenses. 

3.  Correct  the  "marriage  penalty",  which  presently 
taxes  married  couples  at  a  higher  rate  than  unmarried  couples.  For 
example,  married  couples  are  penalized  by  a  standard  deduction 
which  is  $3,900  for  singles,  but  only  $6,550  on  a  joint  return. 
They're  also  hit  by  higher  rates.  Two  singles  with  income  of 
$50,000  each  are  in  a  28  percent  tax  bracket.  A  married  couple 
with  $100,000  is  in  the  31  percent  bracket. 

4.  Create  tax-exempt  "Medisave"  accounts  through  which 
the  uninsured  could  pay  for  health  insurance  and  medical  care. 

As  to  health  policy,  SBCA  supports  5  goals  and 
several  specific  actions: 

1.  Universal  Private  Insurance  Access 

2.  Incentives   for   Private,   not   Public,   Buying 
Alliances 

3.  Medi-Save  Accounts  and  Tax  Incentives 

4 .  No  Employer  or  Employee  Mandates 

5.  No  Global  Budgets  or  Price  Controls 

SBCA '6  PLAN: 

a.  A  Moratorium  on  Piecemeal  Reform 

b.  Private,  Not  Public,  Management 

c.  Preservation  of  Small  Business  and  Employee  Tax 
Incentives 

d.  Clear  Antitrust  Guidelines 

e.  No  Price  Freezes  that  Cause  Shortages 

f.  A  "Sunshine  Law"  for  Health  Care  Data 

g.  National  Awareness  and  Education 

h.    Preservation  of  Out-Of-Panel  Physician  Choice 
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5.  Create  a  tax  credit  of  $500  per  child  for  families 
with  earnings  under  $200,000.  However,  we  would  not  favor  those 
between  $200,00  and  $250,000  would  getting  a  reduced  amount.  Taxes 
do  not  support  class  or  business  type  of  diatributions  in  the  tax 
codes . 

6.  Exclude  50  percent  of  longterm  capital  gains  from 
tax,  and  index  the  basis  of  most  capital  gain  assets  for  inflation. 

7.  Clarify,  and  liberalize  the  home  office  deduction. 
Start  up  companies  and  individuals,  especially  those  with  small 
children,  should  be  allowed  to  have  the  same  office  deductions  for 
home  offices  as  other  offices. 

8.  We  support  an  increase  in  allowable  business  write- 
offs for  new  equipment.  They  would  increase  the  current  $17,500 
write-off  to  $25,000. 

9.  Simplify  our  tax  system  by  eliminating  special 
definitions  for  special  types  of  organizations  or  industries  to 
provide  flexibility  for  businesses  and  their  accountants. 
Specifically  eliminate  all  definitions  of  "personal  service 
corporation"  except  as  required  by  the  accounting  rules  of  Code 
Section  448.  Eliminate  the  other  six  different  definitions  of 
"personal  service  corporations"  contained  in  10  Code  sections  as 
follows:  441(i),  444,  11(b),  269A,  414(m)(3),  535(c)(2)(B), 
469(j)(2),  and  263A(h) (3) (D) .  This  will  eliminate  the  silly  and 
burdensome  requirement  of  forcing  most  of  these  entities  on 
calendar  years,  which  is  detrimental  to  clients  and  their 
accountants,  and  will  eliminate  treating  architects,  engineers, 
physicians,  veterinarians,  etc.  differently  from  other  types  of 
business  entities. 

10.  Allow  employee  stock  ownership  plans  to  be 
established  by  subchapter  S  corporations.  Presently  they  are  not 
allowed  because  the  employee  stock  ownership  plan  is  not  a 
"qualifying  shareholder"  under  Internal  Revenue  Code  Sections  1361, 
et  6eq. 

11.  Simplify  our  pension  and  ERISA  system  and  begin  to 
deal  honestly  with  the  overburdening  deficits  that  are  robbing  our 
children  and  grandchildren  of  their  futures.  More  detail  on  this 
issue,  which  we  believe  is  the  most  important,  is  enclosed 
hereafter. 

KMTTTT,*XENTB .  THE  DEFICIT,  AMP  A  SBCURE  FDTPRJj 

We  do  not  support  reducing  taxes  on  Social  Security, 
however,  as  proposed  by  the  Contract.   Social  Security  taxes  mask 
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the  true  nature  of  the  deficit  and  are  already  making  it  very  hard 
for  "boomers"  and  "Generation  X"  to  save  for  retirement.  Social 
Security  also  needs  funding  help  to  remain  viable  financially. 

1.  Entitlement  Growth  -  The  bipartisan  commission  on 
Entitlement  and  Tax  Reform,  appointed  by  President  Clinton,  and 
headed  by  Senators  Bob  Kerrey  (D-Neb)  and  John  Oanforth  (R-Mo) 
issued  its  report  in  December  1994.  Our  country  has  major  problems 
to  which  Congress  must  immediately  turn  its  attention: 

•  Entitlements  vill  soon  be  70%  of  our  federal  budget.  In 
1963  we  spent  71%  of  every  federal  dollar  for  education, 
technology,  roads,  bridges,  defense  and  other  productive 
programs.  Now  we  are  looking  at  spending  that  much  in  the 
year  2000  on  interest  on  the  federal  debt  and  entitlements 
alone.   Something  has  got  to  change I 

The  six  largest  entitlements  are  as  follows: 

Federal  programs  Projected  cost  in  1994 

Social  Security  S317  billion 

Medicare  158  billion 
Medicaid  84  billion 

Other  Retirement/Disability        72  billion 
Unemployment  Compensation  27  billion 

Food  Stamps  26  billion 

2.  The  Role  of  the  Onfundefl  Publio  Pension  Plans. 

Private  pension  contributions  have  been  restricted  and  discouraged 
by  Congress  in  the  1980s  because  of  its  voracious  need  for  more  tax 
revenue.  The  potential  unfunded  liability,  if  all  companies  in  the 
USA  were  to  quit  funding  their  plans,  would  be  38  billion  dollars. 

But  the  unfunded  liability  benefits  promised  for  federal 
pensions  as  of  the  last  available  statistics,  was  over  l.l  trillion 
dollars  —  nearly  forty  tinea  the  38  billion  of  the  private  sector. 

This  is  because  these  pensions  are  not  funded. 

Just  like  Social  Security,  the  federal  government  pays  as 
it  goes.  There  is  no  separate  trust  fund  set  aside  for  federal 
pensions.  They  are  funded  by  promises  and  can  only  be  paid  by  our 
taxes  on  a  "pay  as  you  go"  basis.  The  largest  components  of  the 
unfunded  federal  pension  deficit  are  as  follows: 

Military  Retirement  System  513  billion 

Civil  Service  Retirement  System  600  billion 

Federal  Employees  Retirement  5  billion 

TOTAL  $1.1  trillion 
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The  federal  unfunded  liability  is  not  potential,  as  in 
the  private  sector,  but  actual. 

In  addition,  public  employees  have  a  pension  indexed  for 
inflation,  with  cost  of  living  adjustments  ("COLAS") .  Thus,  with 
the  leveraging  of  fact  of  higher  pay,  plus  more  generous  formulas, 
which  are  index  for  inflation,  the  average  public  employee  is  in 
much  better  shape  than  the  average  private  employee.  In  addition, 
they  have  a  lower  retirement  age  (55)  than  many  private  pensions. 

3.  The  Federal  Defioit  —  Recent  Events  have  Lulled  Ds 
into  |  False  Sense  of  Security.  The  Congressional  Budget  Office 
projections  show  the  deficit  hitting  a  seven  year  low  of  166 
billion  in  fiscal  year  1996.  However,  its  CBO  estimates  show  a 
deficit  growing  quickly  and  reaching  a  record  high  of  $324  billion 
by  the  year  2003.  Remember,  the  aggregate  national  deficit  has 
increased  from  $.5  trillion  in  the  late  1970s  to  $3  trillion  today, 
and  could  be  $6  trillion  by  the  year  2000. 

4.  The  Real  Federal  Defioit.  If  the  federal  government 
had  to  account  for  pensions  the  same  way  it  requires  private 
business  to  do,  the  formal  U.S.  debt  would  increase  32%  from  $4.7 
trillion  to  $6.2  trillion.  Social  Security  funds  are  loaned  to  the 
U.S.  and  mask  another  $60  billion  or  so  in  the  deficit. 

Entitlements  need  to  be  reduced,  so  as  to  atop  robbing 
our  ohildren  and  grandchildren.  Our  retirement  system.  ERISA. 
needs  to  be  repaired  and  restored  to  its  former  health. 

We  have  had  change  after  change,  which  has  really  been 
more  and  more  taxes  in  the  guise  of  fairness.  It  isn't  just  budget 
balancing.  This  is  budget  balancing  in  the  guise  of  improving  the 
system.  In  the  late  '80s  and  the  1990s,  those  years  showed  that 
nothing  based  on  tax  incentives  will  ever  work  well  within  an 
unmanageable  deficit  and  ERISA  was  no  exception,  particularly 
without  strong  and  knowledgeable  backers  in  the  legislative  and 
executive  branches  or  elsewhere.  The  pension  system  when  under 
budget  pressure  has  begun  to  collapse. 

The  other  bad  thing  that's  happened  in  the  post-1974 
years  when  ERISA  was  ended  has  been  Congressional  staff  takeover  in 
the  wake  of  over-complexity.  ERISA  was  not  a  simple  bill,  but  it 
was  understood  when  it  passed  in  1974.  Since  then,  Title  I  of 
ERISA  and  its  corollary  sections  in  the  Internal  Revenue  Code  have 
become  so  complex  that  hardly  anybody  understands  it.  The  result 
has  been  an  abdication  by  members  of  their  true  legislative  duty  in 
favor  of  staff  control.  The  result  is  an  irresistible  engine  of 
complexity  compounding  itself  to  the  detriment  of  retirement  income 
security. 


68 


In  the  1980s  and  '90s,  therefore,  we  have  ERISA  amendment 
after  amendment  purporting  to  make  the  system  fairer  when  in  fact 
these  amendments  simply  make  the  system  less  attractive  to  plan 
sponsors,  thereby  deterring  plan  establishment  and  growth,  thereby 
increasing  taxes,  which  is  what  these  amendments  are  really  about. 

In  other  words,  many  of  the  things  that  have  been  done 
have  occurred  in  the  name  of  non-discrimination.  If  you're  against 
them,  you're  for  discrimination.  Well,  that  simply  is  not  true. 
The  change  in  the  415  limits,  from  $45,000  in  1982  to  $30,000  in 
1984,  the  change  in  the  total  compensation  that  can  be  taken  into 
consideration  ($200,000  for  "top-heavy"  plans  in  1984  and  then 
again  $150,000  in  1993,  despite  inflation),  a  whole  host  of  these 
changes  have  been  detrimental  to  participants  as  well  as  plan 
sponsors  and  administrators. 

But  the  complexity  of  ERISA  and  the  Tax  Code  makes  it 
rather  difficult  to  generate  the  kind  of  interest  that  would  get 
the  general  public  or  substantial  elements  speaking  out. 

Private  pension  plans  cover  about  half  of  full-time 
workers.  When  you  look  at  that  overall  coverage  more  closely  you 
will  find  that  the  reason  50  percent  are  covered  at  this  point  le 
because  of  the  rapid  growth  of  the  401  (k)  plans.  From  1983  to 
1993,  coverage  under  the  more  traditional  other  types  of  plans 
actually  decreased  from  47  percent  to  33  percent. 

Why  has  this  erosion  occurred?  Because  pension  have  been 
viewed  as  fair  game  for  meeting  revenue  needs.  It  has  become  a 
creature  of  tax  policy.  Elitist  tax  economists,  and  government  and 
IRS  bureaucrats,  principally  Stanley  Surrey  but  also  his  legion  of 
followers,  have  succeeded  in  fixing  the  pension  law  with  the  label 
"tax  expenditure."  So  this  has  not  only  provided  the  justification 
for  continual  retinkering  of  the  rules  to  implement  a  host  of 
policies  that  are  constantly  changing.  This  onslaught  has  left  the 
pension  system  defenseless  against  the  demands  of  the  constant 
budget  deficits  of  the  past  15  years  that  have  damaged  the  pension 
system  for  no  policy  purpose  whatsoever  than  the  need  to  raise 
revenue . 

Is  it  any  wonder  that  we  have  a  pension  law  today  that  is 
largely  dysfunctional?  In  the  words  of  the  New  York  State  Bar 
Pension  Simplification  Committee,  ERISA  is  now,  after  all  these 
changes,  a  hodgepodge  of  conflicting  goals,  policies  and 
overburdens.  We  had  a  remarkable  pension  system  in  this  country. 
It  began  after  World  War  II  and  it  grew  to  the  presence  that  it 
enjoyed  until  the  turnaround  that  began  in  the  eighties  when  we  got 
these  excessive  series  of  law  changes:  ERTA,  TEFRA,  DEFRA,  REA, 

OBRA,  TRA86,  etc. 
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The  key  social  goals,  funding,  vesting  and  benefit 
accrual,  have  been  well  met  under  ERISA.  But  from  the  perspective 
of  the  employers  who  want  to  provide  good  benefits,  the  question  i6 
whether  the  cost  is  worth  playing  the  game. 

I  often  have  the  6enee  representing  employers  that  the 
private  pension  system  is  going  to  collapse  of  its  own  weight  while 
we're  waiting  for  simplification.  Particularly  now,  where  we  are 
in  the  process  of  sending  plans  into  the  Service,  sometimes  for  the 
first  time  since  REA,  that  employers,  not  the  ones  who  are  most 
actively  involved  with  our  plans  but  the  ones  who  do  the  minimum 
necessary,  are  flabbergasted  of  the  amount  of  information  that  is 
required  and  the  number  of  hoops  that  they  have  to  jump  through  to 
do  a  simple  submission. 

My  experience  is  that  most  employers  really  want  to 
provide  good  benefits,  but  the  cost  of  compliance  both  in  fees  and 
in  employer  time  can  outweigh  the  benefit.  Since  ERISA,  there  have 
been  nearly  thirty  new  laws  affecting  plans,  an  average  of  nearly 
one  every  nine  months.  This  one  every  nine  months  rubric  ha6  been 
around  for  a  long  time. 

The  focus  seems  to  have  shifted  from  providing  a  tax 
based  incentive  to  serve  a  broad  public  policy  to  viewing  qualified 
plans  as  a  tax  loophole  which  needs  to  be  shut  down  to  avoid 
exploitation  by  unscrupulous  employers.  The  shear  volume  of 
statutory  and  regulatory  material  has  exploded.  When  I  graduated 
from  law  school,  the  Internal  Revenue  Code,  the  paperbound  version, 
was  one  volume  and  the  regulations  were  two  volumes.  The  number  of 
pages  of  statute  governing  pensions  totaled  sixty-five,  whereas,  in 
1992  there  were  699  pages.  Regulations  in  the  same  time  period 
have  expanded  from  306  pages  to  3,627  pages. 

The  IRS  has  now  actively  begun  to  disqualify  plans.  The 
regulators,  both  the  IRS  as  well  as  the  Labor  Department,  who  now 
come  in  and  audit  plans  and  say,  well  for  the  last  ten  years  you 
should  have  been  doing  it  this  way,  never  mind  that  we  didn't  tell 
you,  you  should  have  known.  Your  plan  is  now  disqualified  and  you 
owe  all  of  it  in  taxes.  If  you  think  this  is  not  true,  look  at  the 
1994  case  of  John  U.  Fazi.  and  the  other  adverse  developments  not 
reported  in  that  case. 

Z  know  from  my  own  experience  that  as  the  amount  that  can 
be  provided  through  the  qualified  plan  has  decreased  in  the 
percentage  of  retirement  income  for  the  top  officers  through  the 
qualified  plan  has  beooma  such  a  small  percentage  that  their 
interest  in  improving  benefits  in  the  qualified  plan  has 
disappeared,  that  their  interest  is  really  in  the  nonqualifying 
plan  and  the  qualified  plan  is  something  that  is  a  purely  a  cost 
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item,  that  ought  to  be  minimi  led.  i  thinX  it  is  very  bad  policy  to 
divorce  the  leadership  of  business  from  the  benefits  of  the 
qualified  plan. 

The  1993  tax  change  to  reduce  compensation  that  can  be 
counted  in  funding  a  retirement  plan  from  $235,840  to  $150,000,  has 
had  a  profoundly  negative  impact  on  the  ability  of  small  firms  to 
maintain  pension  plans  for  their  owners  and  employees.  Described 
as  another  tax  on  the  rich,  it  actually  works  to  reduce  the  pension 
of  employees  earning  as  little  as  $35,000.  Since  pensions  are 
eventually  taxed  when  distributed,  the  economy  is  hurt  in  two  ways. 
First,  the  pool  of  investible  capital  is  reduced,  and  second, 
future  tax  revenues  are  reduced  as  new  pressures  are  added  to  our 
long  term  deficit  outlook.  For  the  owners  and  employees,  it  means 
a  less  secure  retirement. 

Unlike  larger  firms,  the  realities  of  the  tax  laws  make 
it  nearly  impossible  for  a  small  firm  to  provide  nonqualified 
pension  benefits,  stock  options  and  other  PERKS.  Most  small  firms 
cannot  now  plan  to  use  a  defined  benefit  pension  plan  due  to  the 
impossible  complexities  of  one  specific  1994  GATT  change  on 
calculating  lump  sum  distributions.  This  one  change  should  be 
repealed! 

The  provisions  in  Internal  Revenue  Code  Section  415  limit 
the  maximum  lump  sum  benefit  allowed  to  be  paid  to  a  participant. 
This  lump  sum  removes  the  individual  participant  from  the 
protection  of  a  pool  of  funds  and  places  all  the  risks  squarely  on 
the  shareholders  of  one  life.  In  order  for  that  lump  sum  to 
produce  an  annual  pension  for  the  life  of  that  individual,  many 
risks  must  be  balanced,  these  would  include  investment  volatility, 
expenses  and  cash  flow  as  well  as  the  possibility  of  living  much 
longer  than  the  average.  It  is  possible  that  if  the  annual 
benefits  were  being  paid  from  a  large  plan  with  many  participants 
and  a  huge  asset  pool,  the  lump  sun  needed  by  that  plan  may  be 
properly  determined  using  a  30-year  Treasury  rate,  as  required  by 
the  1994  GATT  change.  However,  once  the  lump  sum  amount  is 
separated  from  that  pool  and  given  to  an  individual,  the  proper 
interest  rate  for  determining  the  lump  sum  payment  could  arguably 
be  much  lower  than  the  30-year  Treasury  rate  which  would  result  in 
a  much  greater  Single  Sum  Distribution. 

This  change  is  a  clear  benefit  cut  back  for  those 
participating  in  a  small  pension  plan.  For  the  participant  in  a 
large  plan,  this  change  could  simply  result  in  a  decision  to  take 
the  annual  payments  instead  of  the  Single  Sum  Distribution,  but  for 
the  participant  in  the  small  pension  plan  where  plan  maintenance 
after  retirement  is  less  likely,  GATT  has  just  cut  the  benefit 
allowed  by  over  20%.   This  is  clearly  a  step  away  from  the  Tax 
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"Equity"  between  participants  in  small  plans  and  participants  in 
large  plans. 

Not  only  have  maximum  benefits  been  cut  significantly, 
but  the  new  limits  are  based  on  a  market  rate  that  changes  every 
month.  The  fact  that  the  maximum  Single  Sum  Distribution  was  based 
on  a  fixed  interest  rate  was  extremely  practical  for  plans  covering 
a  small  number  of  participants.  By  having  a  fixed  rate  (5%),  the 
plan  could  fund  for  a  fixed  funding  goal.  As  a  result,  the 
required  contributions  were  relatively  stable  and  consistent  from 
year  to  year. 

-  Now  that  the  limit  will  be  based  on  a  fluctuating  market 
rate,  this  stability  will  be  lost.  For  example,  suppose  that  the 
gatt  bill  provisions  for  maximum  benefits  has  been  in  effect  since 
1980.  If  the  maximum  annual  pension  had  remained  fixed  at  say 
$90,000  per  year  age  at  65,  the  maximum  Single  Sum  Distribution  at 
age  65  would  have  varied  from  $587,720  to  $1,042,250  during  that 
period  (the  30-year  Treasury  rate  has  ranged  from  5.94%  to  14.68% 
in  the  past  15  years)  .  If  a  participant  was  age  50  in  1980  and  the 
$90,000  annual  benefit  was  projected  for  that  individual  at  age  65 
in  1995,  what  Single  Sum  Distribution  amount  should  have  been 
targeted? 

This  kind  of  moving  funding  target  becomes  very 
disconcerting  when  we  add  the  50%  excise  tax  for  reversions  due  to 
overfunding  on  one  side  and  the  10%  to  100%  excise  tax  for  failing 
to  meet  minimum  funding  requirements  on  the  other  sidel  Because  of 
these  penalties,  it  is  even  more  difficult  for  the  small  plan 
sponsor  to  fund  for  and  receive  maximum  allowable  pension  benefits, 
whereas  these  potential  penalties  would  not  be  an  issue  for 
recipients  of  maximum  pensions  from  large  pension  plans. 

Anyone  who  earns  a  maximum  pension  under  a  defined 
benefit  plan  where  single  sum  distributions  are  offered  will  be 
affected.  This  could  include  outside  directors  who  participate  in 
a  100%  of  pay  pension  plan  for  directors,  highly  compensated 
employees  from  any  sized  plan,  mid-level  management  in  plans 
offering  subsidized  early  retirement  with  lump  sum  settlement,  and 
employees  at  any  level  who  participated  heavily  in  both  a  defined 
benefit  plan  and  a  defined  contribution  plan  and  whose  pension 
maximum  is  reduced  by  special  combined  plan  limits.  See  Klingler, 
RTA.  Pension  t  Benefits  Week.  Dec.  12,  1994,  p.  9. 

TME    B150.000    COMPKKBATIOM  CSILIMO   TRAOBDY 

For  small  business,  the  qualified  defined  contribution 
pension  plan  is  their  only  real  option.  But  the  uncertainty  of 
their  economic  survival  may  delay  instituting  a  plan  until  key 
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employees  and  founders  had  reached  an  age  at  which  standard  benefit 
formulas  would  not  provide  a  sufficient  retirement  income.  With 
the  $150,000  compensation  rollback,  much  of  their  current 
compensation  would  be  excluded.  Enriching  the  benefit  formula  is 
not  an  option  since  the  cost  would  be  prohibitive.  Faced  with  this 
dilemma,  the  fear  is  that  owners  might  choose  to  abandon  the  plan. 
This  is  not  an  unreasonable  fear  as  the  enclosed  chart  reveals  that 
the  tax  advantages  of  pension  plans  for  small  business  owners  is 
shrinking  significantly. 

The  problem  with  the  rollback  in  compensation  to  $150,000 
is  not  limited  to  defined  contribution  plans  and  the  owners  of 
small  businesses.  Defined  benefit  plans  and  the  pension  security 
of  younger,  low  wage  participants  in  these  plans  will  also  be 
threatened  because  of  the  limits  placed  on  actuarial  funding 
contributions.  For  example,  using  reasonable  actuarial  projections 
about  future  salary  growth,  an  employee  expected  to  retire  in  30 
years  need  only  be  making  $35,000  today  to  be  impacted  by  this 
rollback  since  the  projection  shows  that  at  age  65,  this  30  year 
old  will  be  making  $165,000.  Because  this  exceeds  the  new  limit, 
the  funding  contribution  of  his  employer  would  not  cover  the  entire 
benefit  being  projected.  When  a  plan  has  many  employees  in  this 
group,  its  funding  would  be  severely  impaired,  posing  risks  for  the 
employees  as  well  as  for  the  PBGC. 

Another  problem  presented  by  the  rollback  of  covered 
compensation  to  $150,000  arises  for  the  popular  401 (k)  plans 
offered  by  both  large  and  small  employers.  Because  these  plans 
have  nondiscrimination  tests  which  they  must  pass,  it  is  quite 
likely  that  the  limit  will  force  a  reduction  in  the  percentage 
amount  of  compensation  that  higher  paid  individuals  can  contribute 
on  a  pre-tax  basis.  If  historical  experience  is  a  gauge,  the 
reductions  in  contributions  will  fall  most  heavily  on  those 
employees  earning  $60,000  to  $75,000  a  year.  These  and  many  others 
are  not  within  the  class  of  highly  compensated  that  the  proponents 
of  this  rollback  said  should  lose  the  benefits  of  tax  deferral. 

The  consequences  of  this  cut  are  predictable,  although 
not  readily  discernible.  The  slowdown  in  funding,  the  reduction  in 
tax  deferred  retirement  savings  for  employees  earning  $60,000  and 
up,  the  potential  threat  of  losing  a  pension  promised  by  a  non- 
qualified plan,  and  the  likelihood  that  a  small  plan  might  be 
terminated  are  real  risks  that  are  being  sacrificed  on  the  altar  of 
deficit  reduction.  When  this  government  is  outspending  its  ability 
to  collect  revenues  by  more  than  $200  billion  a  year,  it  seems  to 
us  that  the  $500  million  a  year  that  this  rollback  gains  could 
easily  be  offset  by  minor  reductions  in  government  spending  that 
would  have  far  less  impact  on  far  fewer  Americans. 
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REGULATORY    COMPLIANCE    B0RDRN8    AMD    THEIR    IMPACT    OS    RETIREMENT 
PLANS    SPONSORED   BY   CLOBBLY-HELP  AMP   TAMILY    BPBINEBSBB 

Today,  closely-held  businesses  employ  approximately  60% 
of  all  employees  in  the  Nation.  Providing  fringe  benefits  and 
retirement  plan  coverage  for  these  employees  has  been  greatly 
hampered  by  extraordinary  compliance  burdens  imposed  by  the 
congress  and  the  Internal  Revenue  Service.  The  costs  of 
maintaining  a  retirement  plan  for  a  small  business  on  a  participant 
to  participant  basis  is  as  high  as  10  to  1  (Mitchell  6  Andrews, 
1981) .  These  costs  are  largely  the  result  of  complex 
administrative  requirements  imposed  by  too  many  legal  changes  and 
the  accompanying  regulation. 

For  whatever  reasons,  there  has  been  for  years  a  belief 
that  employers  can  absorb  the  costs  of  whatever  increasing 
administrative  burdens  are  thrust  upon  them.  In  our  opinion  NO 
cost  should  be  thrust  upon  an  employer  that  can  possibly  be  used 
more  profitably  by  that  company  elsewhere  (including  additional 
benefits  for  its  employees)  unless  it  is  clearly  demonstrated  that 
the  administrative  burden  is  necessary  for  the  proper  and  effective 
working  of  the  plan. 

Six  years  ago,  Congress  recognized  this  problem  and 
repealed  the  onerous  Section  89  fringe  benefit  rules.  However,  a 
series  of  laws  since  ERISA  was  passed  on  Labor  Day,  1974,  have 
crippled  our  nation's  retirement  system  for  private  employers. 
During  the  last  decade  the  cost/benefit  ratio  of  sponsoring  a 
retirement  plan  has  gone  out  of  whack  because  costs  have  increased 
significantly  while  benefits  have  declined  dramatically.  Data 
derived  from  Internal  Revenue  Service  determination  letter  requests 
indicates  that  new  retirement  plan  establishments  have  declined  by 
at  least  70%  in  the  last  9  years.  The  decline  for  new  defined 
benefit  plans  is  even  more  precipitous  -  a  drop  greater  than  80%. 
Conversely,  termination  of  plans  has  increased  markedly  -  more  than 
100%  in  the  last  9  years.  This  decline  is  due  in  large  part  to  the 
additional  co6ts  and  complexity  injected  into  the  private 
retirement  system  over  the  last  decade  by  Congress  and  the  Internal 
Revenue  Service  while  at  the  same  time  the  benefits  which  can  be 
provided  by  a  retirement  plan  have  been  severely  curtailed. 

Today  the  laws  governing  the  retirement  plan  system 
confound  the  "best  and  the  brightest."  By  this,  I  mean  even  the 
elite  of  the  pension  world  -  the  practitioners  who  work  exclusively 
in  this  area  as  well  as  the  people  at  IRS  and  Treasury  working  at 
the  very  highest  levels.  Few,  if  any,  of  these  practitioners,  can 
honestly  say  that  they  completely  understand  the  ERISA  and  pension 
law  in  its  present  state  or  that  the  plans  they  represent  are 
operating  fully  in  compliance  with  the  law  at  this  time. 
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mSBDLBSB  COMPLEXITY  AMD  CHAMGE  IN  THB  PRIVATE  RBTIRBMBNT 
HUB  AMD  ITS  MBGATIVE  IMPACT  OM  PBMSIOK  COVBRAGB 

one  of  the  outstanding  tax  practitioners  in  the  country, 
Mr.  Harold  Apolinsky,  from  Birmingham,  Alabama,  wrote  to 
Mr-  Kenneth  Gideon  when  he  was  Assistant  Secretary  of  Tax  Policy  at 
the  Treasury  Department,  "You  nay  jscall  that  Wilbur  Mills  instated 
that  there  be  IS  years  between  major  tax  laws. — We  bad  the  ?.??9 
code,  the  1954  Code,  and  what  we  thought  (erroneously  by  today's 

standards)  was  a  aa-ior  tax  bill  in  H«9. aqoh  a  time  frame  sUpvs 

the   taxpayers.   their   advisora.   and those si. — you in — tax 

administration  to  become  oomfortablo  with  the  system. It  its 

constant  change  whiob  is  the  problem." 

Mr.  Apolinsky  has  determined  that  there  have  been  over 
10,000  changes  to  the  Internal  Revenue  Code  sections  since  1980. 
The  frequency  and  complexity  of  these  changes  in  the  retirement 
plan  area  is  greatly  exacerbated  by  IRS  regulations  which  can  be 
any  or  all  of  the  following;  untimely,  effective  retroactively,  or 
difficult  to  comprehend  even  by  specialists.  Often  needed 
regulatory  guidance  is  not  issued  until  after  a  qualified 
retirement  plan  has  had  to  comply  with  the  law  change.  In  some 
cases,  the  change  is  so  incomprehensible  that  IRS  basically 
suspends  operation  of  the  law  until  it  can  figure  out  what  to  do 
with  the  change  -  for  example,  the  changes  made  to  the  integration 
rules  by  Congress. 

Ten  years  ago,  when  the  voluntary  retirement  system  was 
stable  and  the  rules  were  clear,  the  system  was  flourishing  and 
retirement  plans  were  being  established  by  privately  held  companies 
in  record  numbers.  He  know  from  tax  advisors  from  all  over  the 
country  that  retirement  plans  for  small  businesses  were  being 
established  in  record  numbers.  Stable  small  businesses  were 
adopting  plans  because  it  became  evident  to  the  owners  of  these 
businesses  that  a  qualified  retirement  plan  was  the  best  way  to 
save  for  retirement  and  to  retain  good  staff  employees.  Costs  of 
the  plan  were  in  a  good  balance  with  the  benefits  to  be  derived 
from  the  plans  -  so  plans  were  being  adopted. 

Data  which  supposedly  shows  the  opposite  is  flawed  -  the 
data  is  based  upon  a  time  period  that  precedes  the  boom  period  of 
the  late  70s  when  plans  were  being  adopted  in  record  numbers. 
Costs  to  administrators  and  pension  specialists  were  reasonable  and 
companies  were  able  to  take  actions  knowing  what  the  results  would 
be.   The  system  was  working. 

If  the  law  returned  the  system  to  its  prior  relative 
simplicity,  reliability  and  clarity  even  while  retaining  the 
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reforms  that  have  been  injected  into  the  system  during  the  last 
several  years,  the  voluntary  private  retirement  system  would  become 
rejuvenated.  The  second  step  in  restoring  the  system  to  its  prior 
viability  would  be  to  restore  retirement  benefits  to  the  level  they 
were  at  prior  to  the  onslaught  of  legislation. 

THE  ROLE  OF  SIMPLIFIED  EMPLOYEE  PEHBIOHB  (8BPa) 

SEPs  have  not  been  utilized  to  any  meaningful  extent  by 
small  business.  This  may  be  because  an  SEP  is  antithetical  to 
small  business  management.  Money  contributed  to  a  retirement  plan 
by  small  business  is  money  that  would  otherwise  have  gone  back  into 
the  business  or  the  owners  could  have  taken  out  themselves  as 
income.  Most  owners  are  only  willing  to  enter  into  a  retirement 
plan  if  it  is  perceived  as  a  true  benefit  by  the  employees  and  the 
owners.  It  appears  that  at  least  some  employees  (and  our  guess  is 
more  than  some)  do  not  even  view  an  SEP  as  a  retirement  plan  but 
instead  see  it  as  a  bonus  program.  Unfortunately,  the  lack  of 
governmental  regulation  and  supervision  allows  the  SEP  plan  to  be 
a  target  for  abuse. 

We  understand  from  bankers,  attorneys  and  advisors 
throughout  the  country  that  many,  if  not  most,  non-highly 
compensated  employees  immediately  take  the  money  out  of  the  SEP. 
In  contrast,  with  a  retirement  plan,  the  company  only  pays  out  the 
retirement  benefit  to  an  employee  when  the  employee  terminates 
employment,  dies  or  becomes  disabled.  When  the  check  is  paid  over, 
it  is  clear  to  all  parties  concerned  that  the  employee  has  received 
a  real  benefit  from  the  company.  And  many  employees  of  small 
businesses  receive  very  good  retirement  plan  benefits,  which 
because  of  plan  design  are  almost  always  portable.  The  benefits 
are  good  because  they  must  be  good  in  order  to  provide  the  key 
employees  with  meaningful  retirement  benefits.  Remember  in  the 
small  business  context,  the  retirement  plan  1g  the  primary  method 
available  to  owners  to  fund  for  their  retirement.  And  the  law 
ensures  that  plan  contributions  for  all  employees,  key  or 
otherwise,  must  be  non-discriminatory.  Simplification  of  the 
underlying  system  is  the  answer  -  not  enhancing  or  expanding  a 
program  which  is  not  really  a  part  of  the  retirement  plan  system 
and  considered  by  many  small  business  employees  as  merely  a  bonus 
plan. 

Another  proposed  solution  is  to  have  IRS  model  or 
prototype  plans  which  would  allegedly  increase  retirement  plan 
coverage.  There  is  little  reason  to  think  that  an  IRS  prototype 
would  afford  a  small  business  any  more  than  a  brokerage  or 
insurance  company  prototype.  The  rules  that  are  necessary  to 
properly  design,  implement  and  operate  a  retirement  plan  are  what 
are  so  complex,  not  the  underlying  plan  document.   Thus,  this 
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approach  would  do  nothing  to  entice  small  business  to  sponsor 
retirement  plans. 

SIMPLIFY  THB  8YSTEM:  ODR  PROPOSALB 

The  following  proposals  are  respectfully  offered,  for 
changes  to  the  present  law  which  could  simplify  the  administration, 
and  thus,  the  costs  of  maintaining  retirement  plans.  These  changes 
would  be  a  necessary  first  step  to  revitalizing  the  system  for 
small  business.  As  retirement  plan  experts,  we  believe  these 
simplifying  proposals  would  retain  the  underlying  change 
effectuated  by  Congress  over  the  last  ten  years. 

o    Delete  the  151  Excise  Tax  of  Code  Section  4980A. 

o  Eliminate  the  Top-Heavy  Rules  under  Code  Section  416. 
The  American  Bar  Association  Tax  Section  recommended  this 
years  ago.  These  rules  provide  for  accelerated  vesting, 
minimum  benefit  accrual  and  a  limit  of  $200,000  on  the 
amount  of  compensation  that  can  be  taken  into  account 
under  a  qualified  plan  if  more  than  60%  of  the  benefits 
under  the  plan  are  payable  to  key  employees.  Because  of 
many  of  the  changes  enacted  under  the  1986  Tax  Reform 
Act,  including  the  new  coverage  and  participation  rules, 
new  vesting  standards,  strengthened  integration 
requirements,  the  top-heavy  rules  are  unnecessary. 

(Mid-size  plans  because  they  are  now  being  forced  to 
undergo  expensive  testing  on  an  almost  annual  basis  - 
small  plans  because  of  the  additional  cost  of 
documentation  and  for  some,  the  additional  testing 
expense. ) 

o    Delete  tfte  $150,000  Compensation  Ceiling. 

o  The  definition  of  key  employee  should  be  deleted  and  be 
replaced  by  the  definition  of  highly  compensated 
employee.  All  retirement  plans  should  be  able  to  utilize 
the  same  vesting  schedules  regardless  of  size. 

o  Adopt  the  design  based  401 (k)  safe  harbors  of  former  H.R. 
13.  which  has  been  passed  by  both  House  and  Senate. 

Many  companies  would  also  choose  to  stay  outside  the  safe 
harbor  because  it  is  more  cost-effective  to  stay  with 
their  current  system.  On  the  other  hand,  particularly 
for  small  employers,  a  voluntary  safe  harbor  that  does 
away   with   costly   complex   testing   which   entails 
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significant  cost  may  prove  to  be  enough  of  an  incentive 
for  the  company  to  go  ahead  and  sponsor  a  §401 (k)  plan. 

Repeal,  or  modify  Code  Section  401(a)(26)  to  apply  only 
to  defined  benefit  plans.  The  reach  of  the  proposed 
regulations  is  so  broad  that  almost  all  plans,  except  the 
most  elemental,  will  be  subjected  to  this  code  section. 
These  proposed  regulations  are  the  antithesis  of 
simplification  and  can  be  expected  to  waste  taxpayer  and 
IRS  dollars. 

Simplify  the  definition  of  Highly  Compensated  Employee. 
-The  definition  of  highly  compensated  employee  which 
applies  a  number  of  highly  complex  rules  to  four  basic 
definitions  should  be  streamlined  to  a  single  rule  that 
says  that  any  employee  who  earns  over  $75,000  (indexed) 
is  a  highly  compensated  employee. 

Repeal  the  GATT  change  on  lump  sum  distributions  from 
defined  benefit  plans. 

Modify  the  full  funding  limitation.  Code  Section 
412(c)(7)  wa6  amended  to  prohibit  funding  of  a  defined 
benefit  plan  above  150  percent  of  current  "termination 
liability."  This  is  misleading  because  termination 
liability  is  often  less  that  the  actual  liability 
required  to  close  out  a  plan  at  termination,  and  the 
limit  is  applied  to  ongoing  plans  which  are  not 
terminating.  In  effect,  current  law  inappropriately 
mortgages  benefit  promises  by  prohibiting  the  level 
funding  that  is  the  reasonable  way  for  plans  to  fulfill 
benefit  obligations  and,  instead,  requires  plans  to  be 
funded  with  payments  which  escalate  in  later  years. 
Instead,  the  full  funding  limitation  should  be  based  on 
ongoing  (projected)  liabilities,  and  not  on  termination 
liability. 

Simplify  the  rules  on  affiliated  service  groups  and 
leased  employees  under  Code  Section  414.  Overbroad 
language  in  the  statute  and  overbroad  regulations  issued 
in  proposed  lorm  have  combined  to  create  artificial 
affiliations  which  do  nothing  to  promote  the  integrity  of 
the  retirement  plan  system.  Solution:  Have  Congress  give 
greater  direction  to  the  IRS  on  the  types  of  abuses  to  be 
covered . 

Eliminate  the  excise  tax  on  excess  distributions .  The 
rationale  for  maintaining  such  taxes,  the  prohibition 
against  excessive  accumulations,  is  outweighed  by  the 
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complexity  of  the  provisions.  This  provision  was 
initially  intended  to  take  the  place  of  the  complex 
§415 (e)  calculations.  However,  since  $415 (a)  was  not 
repealed,  the  excise  tax  is  unnecessary.  Alternative: 
repeal  the  absurdly  complex  Section  415(e)  fraction. 
Actuaries  report  that  the  calculation  of  the  $4 15(e) 
fraction  to  be  extremely  complex.  Rumors  persist  that 
thi.6  fraction  is  only  reviewed  by  IRS  in  the  context  of 
privately  held  companies. 

o  Repeal  new  Code  Section  401 (m)  and  the  multiple  use 
limitation.  Subjecting  matching  contributions  to  the 
§401(a)(4)  rules  and  defining  voluntary  after-tax 
contributions  as  annual  additions  for  purposes  of  the 
$415  limits  provides  sufficient  restrictions  on  the  use 
of  such  contributions.  The  new  voluntary  designed  based 
safe  harbors  set  forth  under  the  Tax  Simplification  Bill 
should  greatly  assist  small  plans  which  provide  employer 

matches in  their  $401  (k)  plans aa  an incentive  to 

increased  employee  retirement  savings. 

o  Eliminate  Code  Section  414 (o)  .  This  section  provides  a 
broad  grant  of  regulatory  authority  to  the  IRS  to  deal 
with  business  arrangements  which  would  allow 
circumvention  of  the  qualified  plan  requirements.  This 
section  should  be  eliminated  because  it  has  made  it 
virtually  impossible  for  a  sole  proprietor  and  other 
small  businesses  to  determine  eligibility  for  plan 
contributions  when  it  is  involved  in  any  way  with  another 
entity. 

o  Simplify  notices  for  required  annuity  distributions. 
Solution:  Notices  of  such  annuities  should  only  be 
required  upon  commencement  of  employment  and  when 
requested  thereafter. 

Finally,  the  IRS  must  halt  the  overt  discrimination  which 
is  occurring  in  the  so-called  small  defined  benefit  plan  audits  and 
it  should  never  undertake  an  audit  where  it  is  applying  new 
standards  retroactively  on  a  group  of  taxpayers  that  are  perceived 
ae  "too  Email"  to  litigate.  The  Administration  must  not  be  allowed 
to  dictate  to  IRS  how  much  it  is  to  receive  from  a  targeted  audit 
group  -  in  this  case  IRS  was  to  collect  $660  million  in  2  years 
from  small  business  defined  benefit  plans.  This  is,  plain  and 
simple,  reprehensible.  To  go  after  a  class  of  taxpayers  because  it 
is  known  they  do  not  have  the  deep  pocket  necessary  to  litigate 
cannot  be  tolerated.  This  program  is  unseemly  -  secret  memos 
requiring  agents  to  impose  retroactive  guidelines  on  small  plans, 
key  officials  at  IRS  and  Treasury  publicly  stating  they  know 
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nothing  of  the  program,  and  forcing  the  public  to  obtain  the  data 
through  Freedom  of  Information.  Even  though  justice  prevailed  in 
the  Tax  Court  and  at  the  Appellate  level  -  this  program  has  not 
only  hurt  the  small  businesses  involved  financially  and  the 
actuarial  community  who  were  forced  to  defend  prudent  actions,  but 
in  the  long  run  it  will  also  hurt  the  Service. 

Even  now  taxpayer  dollars  are  being  expended  in  the 
continuation  of  Appeals.  Of  great  concern  is  that  the  taxpayer  may 
begin  to  see  the  Internal  Revenue  Service  as  an  unfair  and 
unprincipled  entity.  This  is  disastrous  for  a  tax  system  that 
largely  relies  upon  voluntary  compliance.  It  will  not  be  enough  to 
simplify  the  system  if  companies  know  that  by  sponsoring  a 
retirement  plan,  they  are  basically  "buying"  an  audit. 

COMCLDBIOM 

The  private  retirement  system  has  been  in  a  decline  for 
the  last  several  years.  This  is  the  result  of  (1)  additional  and 
largely  unnecessary  costs  and  complexity  injected  into  the  private 
retirement  system  over  the  last  decade,  (2)  a  concomitant  reduction 
of  benefits  to  retirees,  and  (3)  a  dramatic  downturn  in  the 
economy.  It  is  not  clear  how  much  the  system  has  been  harmed  by 
the  cutback  in  benefits  as  compared  to  the  increased  costs  of 
complexity,  it  is  clear,  however,  that  the  needless  complexity  is 
a  real  threat  to  the  continued  health  of  our  private  retirement 
system  and  that  the  system  can  be  simplified  without  adversely 
impacting  revenue  or  the  underlying  policy  of  the  changes. 

Voluntary  design  based  safe  harbors  are  the  most 
effective  way  of  truly  simplifying  the  complexity  inherent  in  the 
retirement  plan  system.  This  is  the  solution  advanced  in  the 
§401 (k)  area.  The  §401 (k)  plan  is  an  exceptionally  popular  plan 
with  both  employees  and  employers.  The  Tax  Simplification  Bill  set 
forth  two  design  based  voluntary  safe  harbors  in  the  $401 (k)  area. 
These  safe  harbors  promote  this  popularity  by  making  the 
administration  easier.  A  company  can  elect  to  fall  within  a  safe 
harbor  or  not.  This  is  a  novel  and  sound  approach  to 
simplification  which  should  be  utilized  in  other  complex  areas  of 
the  retirement  plan  system. 

The  voluntary  retirement  system  was  healthy  and  growing 
before  the  onslaught  of  constant  changes  in  the  law  and 
regulations.  New  plans  were  being  established  by  small  businesses 
in  record  numbers.  Simplification  of  the  underlying  system, 
particularly  by  the  use  of  voluntary  safe  harbors,  will  go  a  long 
way  towards  reviving  the  system. 
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Last  year,  the  National  Institute  on  Aging  (NIA)  reported 
that  millions  of  Americans  in  their  50s  face  an  uncertain  future, 
lacking  health  insurance  or  pensions,  or  fearing  that  they  will 
lose  the  benefits  they  do  have.  The  survey  by  NIA  found  that  a 
substantial  number  of  people  —  especially  minorities  —  lack 
pension  coverage  that  may  rob  them  of  a  satisfying  and  successful 
retirement. 

The  findings,  while  shocking,  do  not  come  as  a  surprise 
to  benefits  professionals.  Most  of  us  are  aware  that  in  recent 
years  the  focus  of  America '6  retirement  and  employee  benefits 
policy  has  shifted  dramatically  for  the  worse.  Those  of  us 
concerned  about  the  viability  of  the  private  benefits  system  know 
all  too  well  that  the  budget  deficit  and  not  retirement  and  savings 
objectives,  has  driven  almost  all  debate  on  important  national 
issues,  including  retirement  matters. 

In  March  of  1993,  the  American  Academy  of  Actuaries 
reported  that  since  1988  at  least  50,000  of  America's  small 
business  firms  —  those  with  less  than  25  employees  —  have 
eliminated  their  defined  benefit  pension  plans  leaving  their 
workers  without  retirement  plans.  An  equal  number  of  small  firms, 
according  to  the  Academy,  chose  to  replace  their  defined  benefit 
plan  with  a  defined  contribution  plan.  The  Academy's  data  is 
confirmed  by  the  U.S.  Department  of  Labor  which  reported  in  its 
initial  Private  Pension  Bulletin  that  defined  benefit  plans  had 
decreased  by  24%  between  1983  and  1989.  The  DOL  reported  that  the 
trend  shows  that  we  are  no  longer  seeing  a  growth  in  the  number  of 
plans  nor  is  the  percentage  of  the  workforce  with  pension  plans 
growing.  Indeed,  while  the  workforce  grows,  the  percentage  of 
covered  workers  falls  (albeit,  there  was  a  small  increase  in  1992). 

This  drop  in  pension  plan  coverage  could  not  come  at  a 
worse  time.  The  graying  of  America,  and  the  burden  that  it  will 
place  on  future  generations,  can  not  be  ignored.  The  American 
Council  of  Life  Insurance  reports  that  from  1990  to  2025,  the 
percentage  of  Americans  over  65  years  of  age  will  increase  by  49%. 
This  jump  in  our  elderly  population  signals  potentially  critical 
problems  for  Social  Security,  Medicare  and  our  Nation's  programs 
designed  to  serve  the  aged. 

While  we  must  assure  our  citizens  that  Social  Security 
and  Medicare  will  remain  strong  and  stable,  private  pensions, 
savings  and  private  sources  for  retiree  health  care  will  have  to 
play  a  more  significant  role  for  tomorrow's  retirees.  The  savings 
that  will  accumulate  for  meeting  this  need  will  contribute  to  the 
pool  of  investible  capital  that  will  provide  the  economic  growth 
needed  to  finance  the  growing  burdens  of  Social  Security  and 
Medicare.  But  such  savings  will  not  be  forthcoming  in  the  face  of 
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the  kind  of  policy  direction*  reflected  by  the  Administration 
proposal. 

While  many  factors  can  be  cited  for  the  crisis,  two  stand 
out  --  DIMINISHING  TAX  INCENTIVES  and  INCREASED  COSTS  DUE  TO 
OVERREGUIATION.  The  loss  of  tax  incentives  appears  to  be  directly 
related  to  our  nation's  budget  deficit  problems.  Reducing  the  tax 
incentives  for  pensions  is  destructive  of  our  goal  of  having  an 
adequate  retirement  savings  system. 

Frequently,  the  case  for  reducing  the  incentive  is 
premised  on  dubious  assumptions  that  the  current  incentives  are  not 
functioning  as  expected.  Often  times,  advocates  for  reducing  tax 
incentives  employ  the  politics  of  envy.  Both  the  Association  of 
Private  Pension  Plans  and  the  Employee  Benefits  Research  Institute 
have  recently  published  treatises  that  punch  holes  in  the  logic  of 
those  advocating  reduced  tax  incentives  for  retirement  savings. 
While  defending  current  tax  incentives  is  commendable,  what's 
really  needed  are  new  tax  incentives  to  overcome  the  losses  of  the 
past  decade. 

The  other  factor  that  is  contributing  to  the  stagnation 
of  private  pension  and  welfare  plans  is  the  unrelenting  drive  to 
suffocate  our  private  benefits  system  with  questionable  costs  due 
to  increased  burdens  imposed  by  regulation.  In  the  above  mentioned 
American  Academy  of  Actuaries  study  the  reason  most  given  for 
abandoning  a  pension  was  the  growing  burden  to  comply  with 
government  regulation.  Nearly  60%  of  small  employers  in  the 
Academy  cited  the  cost  of  compliance  as  the  primary  reason  for 
their  decision  to  terminate  a  defined  benefit  plan.  Almost  30%  of 
large  firms  cited  this  factor  also. 

Despite  the  increasing  evidence  that  we  are  drowning 
employers  in  regulations,  the  push  for  more  regulations  and  laws 
appears  unrelenting  while  the  drive  to  simplify  compliance  is 
locked  up  in  legislative  stalemate  as  is  the  case  for  the  laudable 
Pension  Simplification  Bill. 
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SUMMARY  OF  TESTIMONY 

The  economic  goals  of  the  Contract  with  America  --  less  taxes,  less  spending,  and  less 
regulation  —  are  what  small  business  owners  have  wanted  for  years,  as  shown  over  and  over 
again  in  NFIB  surveys.  While  NFIB  and  its  members  support  the  Contract  enthusiastically  and 
embrace  its  goals,  this  testimony  makes  recommendations  that  NFIB  believes  will  make  the  tax 
provisions  of  the  Contract  more  small  business  friendly. 

All  Americans  have  a  huge  stake  in  how  small  business  fares  in  whatever  tax  and 
economic  legislation  this  Congress  passes.  Evidence  continues  to  suggest  that  small  business 
plays  a  unique  and  rather  remarkable  role  as  a  job  creator  and  provider  of  personal  opportunity, 
security  and  independence  for  millions  of  Americans. 

NFIB  greatly  appreciates  and  supports  the  provisions  contained  in  the  small  business 
appreciation  portion  of  the  Contract.  Current  law  allows  businesses  to  fully  deduct  the  first 
$17,500  they  invest  in  equipment  in  the  year  it  is  purchased.  The  Contract  with  America  would 
raise  that  limit  to  $25,000  a  year.  Small  firms  like  expensing  for  several  reasons:  it  is  simple; 
it  helps  cash  flow;  and  it  encourages  capital  formation.  NFIB  believes  that  increasing  expensing 
is  the  best  tool  this  committee  has  to  encourage  investment  by  small  and  medium  size  firms.  In 
fact,  we  believe  expensing  is  a  far  better  way  to  encourage  investment  by  these  firms  than  does 
the  neutral  cost  recovery  proposal  in  the  Contract.  As  a  result,  NFIB  proposes  placing  more 
emphasis  on  your  expensing  proposal  as  a  way  of  keeping  the  promises  and  goals  of  the  Contract 
with  America.    Specifically,  NFIB  proposes  raising  the  expensing  limit  to  $100,000  per  year. 

NFIB  supports  the  Contract's  proposal  to  clarify  the  home  office  deduction.  It  is  a  big 
step  in  the  right  direction.  We  have  had  some  concern  that  the  proposal  could  leave  too  much 
subjectivity  remaining  on  criteria  for  taking  the  deduction,  but  we  have  been  pleased  with  the 
committee  staff's  willingness  to  listen  to  these  concerns  and  its  willingness  to  further  clarify 
Congress's  intent  with  report  language. 

NFIB  strongly  supports  the  Job  Creation  and  Wage  Enhancement  Act  proposal  to  raise 
the  estate  tax  exemption  from  $600,000  to  $750,000  and  to  index  the  exemption  to  inflation.  It 
is  a  very  needed  first  step.  We  further  propose  that  the  value  of  a  closely-held  business,  farm 
or  ranch  assets  in  an  estate  be  exempted  from  estate  taxes  altogether. 

NFIB  strongly  supports  the  Job  Creation  and  Wage  Enhancement  Act's  proposal  to 
exclude  50  percent  of  a  capital  gain  from  taxation,  and  to  index  the  capital  gains  tax  rate  to 
inflation.  Because  of  the  unique  difficulties  small  businesses  face  in  obtaining  capital  (lack  of 
access  to  the  securities  market,  difficulty  in  getting  bank  loans,  etc.),  we  would  further  propose 
a  complete  exemption  from  capital  gains  taxes  on  targeted  equity  investments  made  in  small 
businesses  that  are  held  for  a  certain  length  of  time. 

NFIB  very  much  supports  the  Contract's  inclusion  of  middle  class  tax  relief.  The  middle 
class  tax  cut  most  supported  by  NFIB  members  is  an  individual  tax  rate  reduction,  as  was 
proposed  by  Speaker  Newt  Gingrich  and  Majority  Leader  Dick  Armey  in  the  final  days  of  the 
103rd  Congress. 
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NFIB's  small  business  tax  agenda  includes  several  items,  in  addition  to  some  of  the 
proposals  already  mentioned,  that  go  beyond  the  provisions  of  the  Contract.  Most  important  in 
this  regard,  NFTB  urges  the  committee  to  retroactively  restore  the  25  percent  deduction  to  the 
self-employed  and  to  send  a  clear  signal  that  business  as  usual  is  a  thing  of  the  past  by  increasing 
the  deduction  to  at  least  50  percent  and  making  a  commitment  to  reaching  parity  with  C 
corporations  as  soon  as  fiscally  possible. 

Finally,  NFIB's  would  like  to  work  with  the  committee  on  other  agenda  items:  a 
simplified  accounting  method  and  a  more  simple  tax  form  for  small  firms,  a  simplified  small 
business  pension  plan,  and  a  new  safe  harbor  for  independent  contractors. 
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Thank  you.  Madam  Chairman.  My  name  is  John  Motley,  and  I  am  Vice  President  for 
Federal  Governmental  Relations  for  the  National  Federation  of  Independent  Business  (NFIB). 
NFIB  is  the  nation's  largest  small  business  advocacy  organization,  representing  over  600,000 
small  business  owners  from  all  fifty  states.  The  typical  NFIB  member  has  five  employees  and 
has  $250,000  a  year  in  gross  annual  sales.  NFIB  sets  its  public  policy  positions  through  regular 
polling  of  the  membership. 

Goals  of  the  Contract  with  America 

Madam  Chairman,  I  appreciate  the  opportunity  to  participate  in  this  hearing  examining 
the  tax  provisions  of  the  Contract  with  America.  The  process  in  which  you  are  now  engaged  is 
historic  —  it  is  the  beginning  of  a  debate  that  will  hopefully  lead  to  a  substantial  reduction  in  the 
tax,  spending,  and  regulatory  burden  imposed  by  the  federal  government  on  the  small  business 
community  and  the  American  people. 

Small  business  owners  have  a  tremendous  stake  in  the  outcome  of  this  debate.  The 
economic  goals  of  the  Contract  with  America  -  less  taxes,  spending,  and  regulation  --  are  what 
small  business  owners  have  wanted  for  years,  as  shown  over  and  over  again  in  NFIB  surveys. 
In  1986,  small  business  owners  identified  their  federal  tax  burden  as  the  third  biggest  problem 
facing  their  businesses,  according  to  a  study  done  in  that  year  by  the  NFIB  Education  Foundation 
entitled  Problems  and  Priorities.  Then,  a  follow  up  study  published  in  1992  showed  federal 
taxation  moving  up  to  the  second  biggest  problem  faced  by  small  employers.  And  in  a  study 
completed  by  the  NFIB  Education  Foundation  in  October  of  1994,  entitled  Small  Business 
Economic  Trends,  small  business  owners  identified  their  tax  burden  as  the  number  one  problem 
facing  their  businesses. 
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In  that  same  1994  survey,  regulation  and  red  tape  was  identified  as  the  second  largest 
problem  of  small  business  owners,  after  holding  the  top  spot  in  the  previous  survey.  Finally. 
numerous  surveys  have  shown  over  the  years  that  small  business  owners  want  the  size  and 
scope  of  the  federal  government  scaled  back,  and  that  they  want  to  balance  the  budget 
through  spending  cuts,  not  tax  increases. 

NFIB  members  have  been  sending  a  clear  message  to  every  level  of  government  in  the 
country  for  years:  Get  off  our  backs,  out  of  our  pockets,  and  off  our  land.  Throughout  our 
testimony,  we  will  make  recommendations  that  we  believe  will  make  parts  of  the  Contract  more 
small  business  friendly,  but  it  is  important  to  state  NFIB  and  its  members  support  the 
Contract  enthusiastically  and  embrace  its  goals. 

Small  Business:   America's  Path  to  Jobs  and  Independence 

Small  business  has  a  huge  stake  in  the  outcome  of  the  debate  on  the  tax  elements  of 

the  Contract.  It  is  equally  true  that  America  as  a  whole  has  a  huge  stake  in  how  small  business 
fares  in  whatever  tax  and  economic  legislation  this  committee  reports.  Evidence  continues  to 
clearly  suggest  that  small  business  plays  a  unique  and  rather  remarkable  role  as  a  job  creator  and 
provider  of  personal  opportunity,  security  and  independence  for  millions  of  Americans.  Consider 
the  following: 

Jobs.  Since  the  early  1970s,  small  firms  have  created  two  of  every  three  net  new  jobs 
Bin  this  country  (created  jobs  minus  lost  jobs).  A  substantial  majority  of  that  job  growth  came 
in  the  very  smallest  firms  --  those  with  fewer  than  five  employees.  The  nation's  small  business 
job  machine  has  shown  a  capacity  to  produce  in  either  good  or  tough  times.  From  1989  to  1991, 
a  period  of  minimal  economic  growth,  firms  with  fewer  than  20  employees  created  all  net 
new  jobs  in  the  country.   Firms  of  all  other  sizes  lost  employment  during  that  period. 

Demographics.  Almost  all  businesses  are  small  businesses.  There  are  approximately  five 
million  employers  in  the  United  States.  About  99%  of  them  are  small  employers.  And  almost 
all  small  businesses  are  very  small  -  so-called  Mom-and-Pop,  Main  Street,  family  enterprises. 
More  than  half  of  businesses  with  employees  employ  fewer  than  five  people.  Almost  90%  of 
employers  employ  fewer  than  20.  Small  business  as  a  whole  employs  more  than  half  of  the 
private  sector  workforce.  Most  small  firms  are  not  set  up  as  C  corps,  but  as  proprietorships, 
partnerships,  and  subchapter  S  corporations. 

Values.  Small  business  holds  out  to  our  citizens  great  hope.  Small  business  offers  a  road 
map  to  the  American  dream  that  allows  any  American  with  a  good  idea  and  talent  to  follow  it 
to  economic  freedom  and  security  by  starting  their  own  business  and  working  hard  to  make  it 
a  success. 

It  is  this  culture,  these  values,  that  primarily  drive  people  to  start  a  business  --  not  because 
they  have  money  or  want  to  make  a  lot  of  it.  In  a  1991  NFIB  Education  Foundation  study 
entitled  New  Business  in  America,  new  business  owners  were  asked  why  they  went  into  business. 
Answers  such  as  "Use  my  skills,"  "Control  over  my  own  life,"  and  "Build  for  the  family"  were 
all  cited  twice  as  frequently  by  respondents  than  was  "Earn  Lots  of  Money."  And  having  money 
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to  start  with  is  not  a  distinguishing  factor  in  wanting  or  being  able  to  start  a  business  and  pursue 
the  American  dream.  More  than  half  of  all  businesses  begin  with  less  than  $20,000  in  capital. 
One  in  four  of  Inc.  magazine's  500  fastest  growing  companies  in  1992  started  with  less  than 

$5,000. 

None  of  this  should  lead  you  to  believe  that  surviving  as  a  small  employer  is  easy.  To 
the  contrary,  it  is  difficult.    About  half  of  all  businesses  do  not  survive  the  first  five  years. 

There  are  numerous  reasons  why  businesses  fail.  One  of  them  is  government  — 
government  taxes,  government  red  tape,  government  regulations,  and  government  paperwork. 
That  is  why  what  you  do  here  in  the  first  100  days  of  the  104th  Congress  is  so  important.  You 
have  a  unique  challenge  and  opportunity  --  an  opportunity  to  free  small  business  owners  and 
entrepreneurs  from  the  drag  of  government  so  they  can  do  what  they  do  best,  create  opportunity 
and  wealth  for  the  American  people.  The  rest  of  this  testimony  will  look  at  how  the  Contract 
and  the  changes  it  makes  in  tax  policy  can  foster  further  small  business  creation,  growth, 
opportunity  and  jobs. 

Small  Business  and  Tax  Policy:    What's  Important 

Before  examining  individual  items  in  the  Contract  with  America,  I  would  like  to  propose 
a  set  of  criteria  by  which  you  can  judge  the  value  of  tax  cuts  and  reforms  to  small  business 
owners.  Of  course,  every  business  owner,  regardless  of  the  size  of  their  business,  wants  to  pay 
less  in  taxes.  But  it  would  be  a  mistake  for  you  to  think  that  both  the  small  and  large 
business  owners  would  always  agree  about  how  to  deliver  tax  relief.  Small  business  owners 
face  a  unique  set  of  problems  running  their  businesses,  and  they  want  a  tax  code  that  either 
reduces  those  problems,  or  at  the  very  least  does  not  aggravate  them. 

When  making  your  decisions  about  how  to  cut  taxes,  NFIB  and  its  members  hope  that 
you  would  think  about  what  we  call  the  Three  C's  of  small  business  and  taxes:  Complexity, 
Cash  Flow  and  Capital  Formation. 

■  Complexity  is  the  bane  of  small  business  owners.  Most  perform  numerous  roles  within 
their  business  --  manager,  marketer,  sales  associate,  benefits  administrator,  bookkeeper  and 
accountant.  Unlike  large  firms,  there  is  no  legal  counsel  down  the  hall  to  read  new  IRS 
regulations.  There  is  no  software,  and  in  many  cases,  no  computer,  to  assist  in  properly 
depreciating  a  piece  of  equipment  or  figuring  out  the  alternative  minimum  tax.  And  in  many 
cases,  a  small  employer  cannot  afford  to  consult  an  accountant  or  tax  advisor  to  help  determine 
the  best  way  to  utilize  the  tax  code.  Tax  regulations  and  paperwork  destroy  small  businesses. 

In  1992,  the  burden  of  regulation  and  paperwork  was  the  fastest  rising  problem  identified 
by  the  NFIB  Education  Foundation's  Problems  and  Priorities  study,  registering  as  one  of  the  top 
ten  problems  for  small  business.  In  1994,  regulation  and  paperwork  topped  the  list  of  small 
business  problems  for  a  time,  and  remains  second  today.  Why  is  this  significant  for  this 
committee's  deliberations?  Because  the  IRS  is  by  far  the  biggest  paperwork  and  regulatory 
problem  for  small  business  owners  -  bigger  than  OSHA,  EPA,  DoL,  and  others.  Regulations 
and  paperwork  associated  with  paying  taxes  are  in  and  of  themselves  a  tax  •-  a  regressive 
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tax  that  is  higher  per  capita  on  small  firms  than  on  large  firms.  For  these  reasons,  reducing 
the  complexity  of  our  tax  code  for  small  firms  has  been  a  major  NF1B  goal  for  years  and  a  lens 
through  which  we  believe  this  committee  should  look  at  tax  proposals  in  the  Contract. 

■  Cash  flow,  not  profit,  is  the  key  to  starting  a  successful  small  business.  In  Problems 
and  Priorities,  cash  flow  ranked  as  the  third  highest  problem  for  small  business,  behind  only  the 
cost  of  health  insurance  and  federal  taxation.  Coming  up  with  the  cash  to  pay  bills  and  make 
payroll  is  a  constant  challenge  in  a  small  firm.  For  tax  policy,  this  means  that  small  firms  would 
rather  deposit  less  taxes  in  the  first  place,  than  reclaim  them  later  through  deductions  or  credits. 
Money  left  in  the  business  --  cash  flow  --  is  the  difference  between  life  and  death  for  most  new 
businesses. 

■  Once  a  small  firm  is  sure  it  will  survive,  obtaining  funds  for  expansion  and  growth  • 
-  capital  formation  -  becomes  important.  Small  firms  have  fewer  capital  formation  options 
than  large  firms  --  they  cannot  raise  money  through  the  securities  and  financial  markets  and  must 
get  their  capital  from  the  business  itself,  from  the  bank,  or  from  family  members  and  associates. 
Because  many  small  businesses  are  founded  with  investments  in  human  capital  rather  than 
physical  capital,  the  banking  system  has  a  more  difficult  time  evaluating  the  risks  involved 
correctly.  Therefore,  banks  are  aJso  an  inadequate  source  of  capital,  at  excessively  high  interest 
rates  and  short  maturities  -  stifling  much  entrepreneurial  talent. 

Shortages  of  capital  was  listed  as  a  top  concern  of  small  businesses  in  both  the  1981  and 
1986  White  House  Conferences  on  Small  Business  and  continually  appears  at  the  top  of  NFIB 
surveys  of  its  members.  Most  recently,  it  has  consistently  been  a  top  priority  in  the  state 
conferences  leading  up  to  the  1995  White  House  Conference  on  Small  Business.  Small 
businesses  need  tax  changes  that  will  create  incentives  for  investment  in  small  firms  by  both 
investors  and  business  owners  themselves. 

Beyond  the  three  C's,  NFIB  and  its  members  have  two  additional  criteria  for  judging  the 
proposed  tax  cuts  in  the  Contract.  First,  will  a  proposed  tax  cut  promote  economic  growth  and 
job  creation?  And  second,  is  the  proposed  tax  cut  fiscally  responsible,  with  potential  revenue 
losses  offset  by  spending  reductions? 

With  these  criteria  in  mind,  here  is  how  NFIB  views  tax  proposals  in  the  Contract  with 
America: 

The  Job  Creation  and  Wage  Enhancement  Act 

The  Job  Creation  and  Wage  Enhancement  Act  consists  of  six  basic  parts:  (1)  a  small 
business  appreciation  package;  (2)  capital  gains  reform;  (3)  neutral  cost  recovery;  (4)  taxpayer 
debt  buydown;  (5)  private  property  rights;  and  (6)  regulatory  impact  analysis.  Beyond  stating 
that  the  regulatory  relief  and  property  rights  initiatives  are  supported  by  and  of  vital  importance 
to  NFIB  members,  I  will  limit  our  specific  comments  to  those  items  relating  to  tax  policy. 
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Small  Business  Appreciation 

NFIB  greatly  appreciates  and  supports  the  provisions  contained  in  the  small  business 
appreciation  portion  of  the  bill,  and  its  inherent  acknowledgement  of  the  role  small  business  plays 
in  the  economy.  Each  provision  of  the  small  business  appreciation  package  touches  upon  issues 
that  NFIB  has  worked  on  for  years,  and  we  are  happy  they  will  be  voted  upon  in  the  House. 

Current  law  allows  businesses  to  fully  deduct  the  first  $17,500  they  invest  in  equipment 
in  the  year  it  is  purchased.  The  Contract  with  America  would  raise  that  limit  to  $25,000  a  year. 
Small  firms  like  expensing  for  several  reasons:  it  is  simple;  it  helps  cash  flow;  and  it 
encourages  capital  formation. 

Expensing  allows  small  firms  to  escape  the  complexity  associated  with  figuring  out  and 
tracking  the  depreciation  schedules  for  many  different  pieces  of  equipment.  Expensing  deals  with 
the  cash  flow  problems  faced  by  small  firms  by  allowing  them  to  deduct  more  up  front  -  putting 
those  dollars  back  in  the  hands  of  the  business  faster,  instead  of  keeping  it  in  the  hands  of  the 
government.  Expensing  helps  the  small  business  owner  who  needs  working  capital  as  well  as 
the  entrepreneur  who  is  looking  to  expand  or  strengthen  the  business  through  the  purchase  of  an 
important  piece  of  equipment.  And  finally,  expensing  is  good  for  the  economy.  If  businesses 
are  allowed  to  write-off  their  investments  in  the  year  they  are  purchased  they  are  much  more 
likely  to  make  such  investments,  thereby  increasing  growth  and  jobs. 

NFIB  believes  that  increasing  expensing  is  the  best  tool  this  committee  has  to 
encourage  investment  by  small  and  medium  size  firms.  In  fact,  we  believe  expensing  is  a  far 
better  way  to  encourage  investment  by  these  firms  than  the  neutral  cost  recovery  proposal  in  the 
Contract  As  a  result,  NFIB  proposes  placing  more  emphasis  on  your  expensing  proposal  as  a 
way  of  keeping  the  promises  and  goals  of  the  Contract  with  America.  Specifically,  NFIB 
proposes  raising  the  expensing  limit  to  $100,000  per  year.  We  believe  this  would  be  a 
tremendous  step  for  small  business  and  the  economy  as  a  whole,  leading  to  substantial  growth. 

A  second  feature  of  the  small  business  appreciation  package  is  the  home  office  deduction. 
This  proposal  addresses  the  decision  made  by  the  Supreme  Court  in  its  Soliman  decision  a  few 
years  ago,  in  which  the  court  placed  new  limits  on  the  ability  of  business  taxpayers  to  take  the 
home  office  deduction. 

This  issue  is  very  important  to  continued  small  business  creation  and  growth.  NFIB  and 
its  members.  Home  based  businesses  are  the  cradle  of  many  successful  enterprises  both  large 
and  small.  Home-based  businesses  will  continue  to  increase  in  the  information  age,  with  fax 
machines  and  modems  making  it  more  feasible.  In  addition,  a  home  based  business  is  an 
increasingly  attractive  option  for  two  wage  earner  families  in  which  one  parent  would  like  to  be 
at  home  with  the  children.  The  home  business  path  to  independence  and  income  should  not 
foreclosed  because  of  the  ongoing  controversy  over  how  and  whether  such  a  business  deducts 
its  expenses. 

Much  of  the  controversy  over  who  can  take  this  deduction  centers  on  the  reference  in 
Section  280A  of  the  Internal  Revenue  Code  to  the  home  office  deduction  being  taken  on  a 
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portion  of  a  home  that  is  the  "principal  place  of  business,"  and  the  ambiguous  and  subjective 
nature  of  that  phrase.  The  Job  Creation  and  Wage  Enhancement  Act  rightly  attempts  to  clear  up 
that  ambiguity  by  more  clearly  defining  "principal  place  of  business"  as  ( 1 )  the  location  where 
the  taxpayer's  essentia]  administrative  or  management  activities  are  conducted  on  a  regular  and 
systematic  basis;  and  (2)  the  office  is  necessary  because  the  taxpayer  has  no  other  location  to 
perform  these  administrative  and  management  activities. 

NFD3  supports  your  proposal.  It  is  a  big  step  in  the  right  direction.  We  have  had  some 
concern  that  it  may  leave  too  much  subjectivity  remaining  on  criteria  for  taking  the  deduction, 
but  we  have  been  pleased  with  the  Ways  and  Means  Committee  staff's  willingness  to  listen  to 
these  concerns  and  its  willingness  to  further  clarify  Congress's  intent  with  report  language. 

The  final  section  of  the  small  business  appreciation  package  provides  estate  tax  relief  for 
farmers,  ranchers,  and  small  business  owners.  NFD3  believes  that  estate  tax  reform  is  crucial  to 
the  continued  survival  of  small  businesses  in  America,  and  we  commend  the  Contract's  authors 
for  including  it.  We  also  urge  the  committee  to  expand  its  vision  on  this  issue  and  to  consider 
protecting  all  closely  held  farms,  ranches  and  small  businesses  from  destruction  by  the  IRS. 

Current  estate  tax  rates  cripple  a  small  business  passed  on  to  heirs,  and  often  force  them 
to  liquidate  a  business  they  have  worked  in  their  whole  lives.  High  estate  taxes  may  provide 
government  revenue  in  the  short  run,  but  the  long-run  losses  far  outweigh  the  gains  —  a 
productive  business  is  extinguished,  many  jobs  are  lost,  and  the  American  dream  of  growing  a 
business  and  preserving  it  beyond  one's  lifetime  by  passing  it  on  to  heirs  becomes  impossible 
to  achieve. 

Consequently,  NFTB  strongly  supports  the  Job  Creation  and  Wage  Enhancement  Act 
proposal  to  raise  the  estate  tax  exemption  from  $600,000  to  $750,000,  and  to  index  the  exemption 
to  inflation.  It  is  a  very  needed  first  step.  We  further  propose  that  the  value  of  closely-held 
business,  farm  and  ranch  assets  in  an  estate  be  exempted  from  estate  taxes  altogether. 

Exempting  closely-held  business,  farm  and  ranch  assets  from  estate  taxes  would  ensure 
that  the  business  will  continue  and  that  the  jobs  of  its  employees  will  be  protected.  Moreover, 
this  exemption  would  eliminate  the  strong  disincentive  that  now  exists  for  business  owners  to 
continue  to  develop  their  business  and  create  jobs  as  they  reach  their  later  years  in  life.  A  recent 
study  by  the  Tax  Foundation  found  that  today's  estate  tax  rates  have  the  same  disincentive  effect 
on  entrepreneurs  as  a  doubling  of  current  income  tax  rates. 

Because  all  assets  are  included  in  determining  estate  tax  calculations,  many  productive 
businesses  worth  even  far  less  than  the  current  exemption  level  become  victims  of  the  estate  tax. 
Because  so  many  small  businesses  operate  on  cash  flow,  often  with  extremely  small  or  negative 
profit  margins,  current  law  allowing  small  businesses  to  spread  their  tax  liability  over  ten  years 
does  not  provide  adequate  relief.  Unlike  a  publicly  traded  corporation,  which  exists  beyond  the 
lifetime  of  even  major  shareholders  because  stock  can  simply  be  sold  on  the  public  exchange, 
closely  held  businesses  are  devastated  by  the  death  of  an  owner. 

Total  federal  estate  tax  revenue  represents  only  about  $10  billion  annually.    Business 
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assets  represent  roughly  12.3%  of  this  $10  billion  —  about  $1.23  billion  a  year.  In  other  words, 
for  $1.23  billion  annually,  every  closely  held  farm,  ranch,  and  small  business  in  America 
could  be  exempt  from  the  federal  tax  collector's  axe. 

Capital  Gains  Tax  Reform 

Nl  lit  supports  cutting  capital  gains  taxes  to  encourage  investment  and  job  creation. 

Because  of  the  particular  difficulties  small  businesses  have  in  obtaining  capital,  as  discussed 
earlier,  a  capital  gains  cut  would  be  beneficial  to  the  growing  portion  of  our  nation's  small 
businesses,  and,  in  turn,  our  nation's  economic  growth. 

Consequently,  NFIB  strongly  supports  the  Job  Creation  and  Wage  Enhancement  Act's 
proposal  to  exclude  50  percent  of  a  capital  gain  from  taxation,  and  to  index  the  capital  gains  tax 
rate  to  inflation  (in  an  October  1994  survey,  69%  of  NFIB  members  supported  indexing  capital 
gains  for  inflation).  The  Microsofts  and  WalMarts  of  the  world  were  resourceful  or  lucky  enough 
to  overcome  significant  capital  formation  hurdles.  Unfortunately,  many  other  potential  success 
stories  will  never  be  told  because  of  lack  of  capital.  Adopting  the  capital  gains  tax  cut  proposal 
in  the  Job  Creation  and  Wage  Enhancement  Act  will  free  currently  frozen  supplies  of  investment 
capital  which  will  fuel  small  business  and  economic  growth  for  years  to  come. 

Additionally,  because  of  the  unique  difficulties  small  businesses  face  in  obtaining  capital 
discussed  earlier  (lack  of  access  to  the  securities  market,  difficulty  in  getting  bank  loans,  etc.), 
we  would  further  propose  a  complete  exemption  from  capital  gains  taxes  on  targeted  equity 
investments  made  in  small  businesses  that  are  held  for  a  certain  length  of  time.  A  targeted 
small  business  capital  gains  tax  cut  is  certainly  not  a  new  notion.  In  1989,  Senator  Bob 
Packwood,  Congressman  Bob  Matsui  and  others  introduced  bills  providing  for  a  rate  reduction 
targeted  to  small  business  venture  capital  investments  held  for  certain  lengths  of  time.  The 
proposal  was  supported  in  1992  by  presidential  candidates  Bush  and  Clinton  but,  although 
included  in  the  1993  Budget  Reconciliation  Act,  was  substantially  gutted  by  limiting 
amendments.  Fixing  this  language  to  eliminate  these  limitations  and  expanding  the  scope  of 
qualified  small  business  investments  will  help  target  investment  in  small  firms  and  unleash  their 
economic  potential. 

Neutral  Cost  Recovery 

Neutral  cost  recovery  (NCR),  as  proposed  in  the  Job  Creation  and  Wage  Enhancement 
Act,  would  adjust  current  depreciation  allowances  both  for  inflation  and  the  time  value  of  money 
(approximately  3.5%  —  which  has  been  the  average  return  on  capital  in  the  U.S.  for  over  a 
century).  Firms  would  continue  to  write-off  assets  over  a  period  of  years,  but  future  depreciation 
allowances  would  be  increased  by  the  rate  of  inflation  and  a  percentage  equal  to  the  real  discount 
rate.  If  done  correctly,  firms  would  ultimately  be  able  to  deduct  the  full  real  present  value  of 
their  investments,  in  the  end  achieving  the  economic  equivalent  of  expensing. 

Neutral  cost  recovery  addresses  a  worthy  goal.  But  there  are  several  reasons  why  the 
proposal  is  far  less  beneficial  to  small  firms  than  it  is  to  larger  firms.  First,  it  is  more  complex 
and  more  difficult  to  understand  and  use.   As  mentioned  earlier,  small  business  owners  find  the 
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process  of  depreciation  complicated,  cumbersome,  and  sometimes  costly.  Second,  because  of 
cash  flow  problems,  small  business  prefers  write-offs  to  be  front  loaded  instead  of  back  loaded. 
That  is,  the  quicker  the  deductible  costs  of  an  investment  can  be  recouped,  the  better.  Neutral 
cost  recovery  takes  a  reverse  approach.  It  reduces  the  deductibility  of  depreciable  assets  in  the 
early  years  while  increasing  it  in  the  later  years.  This  reduction  in  the  early  years  is  not  helpful 
to  small  firms  whose  major  short  term  need  is  cash  for  operating  costs,  and  the  higher  deductions 
in  the  later  years  only  benefits  the  relatively  few  small  firms  that  purchase  longer  term 
depreciable  assets. 

NFIB  does  not  oppose  neutral  cost  recovery,  particularly  when  done  in  combination  with 
a  substantial  increase  in  expensing.  However  we  do  believe  that  increasing  expensing  to 
$100,000  would  do  a  far  better  job  of  accomplishing  the  promises  and  goals  of  the  Contract 
—  increasing  investment  and  jobs  —  and  doing  so  in  such  a  way  that  is  far  more  beneficial 
to  small  firms. 

Taxpayer  Debt  Buydown 

The  Job  Creation  and  Wage  Enhancement  Act  would  allow  taxpayers  to  designate  up  to 
10%  of  their  tax  liability  to  be  used  to  reduce  the  federal  debt.  Congress  would  then  be  required 
to  cut  government  spending  by  an  equal  amount.  NFIB  strongly  supports  the  taxpayer  debt 
buydown  included  in  the  Contract.  In  a  June  1993  survey,  78%  of  NFIB  members  said  they 
supported  this  exact  proposal,  and  deficit  reduction  has  been  one  of  the  top  concerns  of  small 
business  owners  in  NFIB  surveys  for  years. 

The  American  Dream  Restoration  Act 

The  American  Dream  Restoration  Act  is  a  three  pronged  approach  to  middle  class  tax 
relief:  (1)  a  $500  per  child  family  tax  credit;  (2)  reform  of  the  marriage  penalty;  and  (3)  tax 
deductible  Individual  Retirement  Accounts  with  penalty-free  withdrawals  for  certain  specified 
uses.  NFIB  very  much  supports  the  Contract's  inclusion  of  middle  class  tax  relief.  We  would 
like  to  offer  some  suggestions  today  about  how  exactly  this  should  be  done. 

Small  business  owners  have  two  basic  reasons  for  supporting  a  middle  class  tax  cut. 
First,  contrary  to  the  stereotype  put  forward  by  some,  most  small  business  owners  are  part  of  the 
middle  class,  whether  they  are  struggling  entrepreneurs  taking  small  salaries  to  stay  afloat  or  the 
owners  of  growing  businesses  plowing  profits  right  back  into  the  firm.  NFIB  statistics  show  that 
the  typical  NFIB  member  takes  home  less  than  $40,000  a  year.  This,  combined  with  the  earlier 
mentioned  survey  results  showing  deep  small  business  concern  about  taxes,  clearly  illustrates  how 
small  business  would  benefit  from  middle  class  tax  relief.  Secondly,  small  business  benefits  from 
the  positive  economic  effects  whenever  money  that  would  have  been  in  the  hands  of  government 
is  instead  left  in  the  hands  of  the  American  taxpayer  and  consumer. 

I  would  like  to  suggest,  however,  a  different  vehicle  for  delivering  on  the  Contract  with 
America's  promise  of  middle  class  tax  relief  --  a  way  more  beneficial  to  a  broader  slice  of  the 
middle  class  and  to  small  business  owners.  The  middle  class  tax  cut  most  supported  by  NFIB 
members  is  an  individual  tax  rate  reduction,  as  was  proposed  by  Speaker  Newt  Gingrich 
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and  Majority  Leader  Dick  Armey  in  the  Final  days  of  the  103rd  Congress.  Their  proposal 
would  reduce  individual  tax  rates  by  about  20  percent  across  the  board. 

NFIB  believes  that  a  tax  cut  should  be  neutral  --  benefiting  those  with  children  as  well 
as  those  without.  We  agree  wholeheartedly  that  taxes  are  too  high  -  but  they  are  high  for 
everyone.  A  rate  reduction  would  deliver  the  broadest  possible  benefit  to  the  middle  class. 
Furthermore,  the  most  important  tax  priority  of  small  business  owners  over  the  years  has  been 
low  rates.  NFIB  members  believe,  whether  they  have  children  or  not,  that  their  tax  burden  is  too 
high  and  should  be  lower.  Eighty  percent  of  Americans  reporting  business  income  on  their  tax 
forms  are  unincorporated,  meaning  that  their  business  pays  individual  tax  rates,  not  corporate  tax 
rates.  The  best  way  to  deliver  a  tax  cut  to  them  and  their  employees,  as  well  as  to  every  middle 
class  American  is  through  a  tax  rate  reduction. 

Looking  Beyond  the  Contract  With  America 

The  tax  provisions  of  the  Contract  with  America  are  bold,  far  reaching,  and,  as  stated 
earlier,  move  in  a  direction  strongly  supported  by  small  business.  But  we  agree  with  statements 
made  by  Speaker  Gingrich  that  the  Contract  is  an  important  beginning,  not  the  entire  agenda. 
With  this  in  mind,  I  would  like  to  take  this  opportunity  to  present  to  you  items  on  NFIB's  tax 
reform  agenda  for  small  business  that  are  not  part  of  the  Contract  with  America.  NFIB  believes 
that  some  of  the  issues  we  will  mention  could  and  should  be  included  in  the  100  day  agenda  - 
simply  because  they  are  so  urgent  and  are  such  natural  extensions  of  the  Contract. 

As  I  have  already  stated,  NFIB  proposes  (1)  exempting  all  closely  held  business,  farm  and 
ranch  assets  from  estate  taxes;  (2)  exempting  investments  in  firms  under  a  certain  size  from 
capital  gains  taxes;  and  (3)  increasing  expensing  to  $100,000. 

Health  Insurance  Tax  Deduction  for  the  Self  Employed 

The  25%  deduction  that  self-employed  business  owners  receive  for  their  health 
insurance  premiums  expired  on  December  31,  1993.  The  103rd  Congress  failed  to  renew 
it  for  1994.  Unless  you  act  before  April  15,  when  taxes  are  due,  the  self-employed  will  leam 
that  they  have  lost  their  deduction  while  corporate  executives  retain  a  full  100  percent  deduction 
simply  because  they  work  for  C  corps.  NFIB  strongly  urges  you  to  restore  the  self-employed 
deduction  retroactively  within  the  first  100  days,  and  Madam  Chairman,  the  small  business 
community  applauds  your  commitment  to  getting  this  done,  as  well  as  the  commitment  of 
Chairman  Bill  Archer  and  others. 

The  25%  deduction  has  been  temporarily  extended  from  year  to  year  since  it  was  first 
enacted  in  1986.  It  has  repeatedly  been  held  hostage  to  other,  typically  very  unpopular  causes 
like  the  tax  increases  in  1990  and  1993,  as  well  as  the  Clinton  health  care  plan  last  year.  The 
deduction  is  a  small  but  meaningful  incentive  for  unincorporated  business  owners  -  sole 
proprietorships,  partnerships,  and  subchapter  S  corporations  —  to  purchase  health  insurance  for 
themselves  and  their  families.  If  this  group  of  business  owners  were  given  the  same,  long 
overdue,  100%  deduction  for  their  health  insurance  premiums  that  C  corps  receive,  many  would 
purchase  insurance,  substantially  reducing  the  number  of  uninsured  Americans  in  this  country. 
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Self-employed  Americans  are  one  of  the  largest  groups  of  uninsured  citizens.    There  are 
nearly  three  million  self  employed  Americans  without  health  insurance. 

Madam  Chairman,  NUB  urges  this  Congress  to  retroactively  restore  the  25  percent 
deduction  to  the  self-employed  and  to  send  a  clear  signal  that  business  as  usual  is  a  thing 
of  the  past  by  increasing  the  deduction  to  at  least  50  percent  and  making  a  commitment  to 
reaching  parity  as  soon  as  fiscally  possible.  There  is  simply  no  reason  to  continue  this  blatant 
discrimination  against  self-employed  business  owners. 

Simplified  Accounting  Method  and  SBEZ  Tax  Form 

The  real  complexities  of  the  tax  code  for  small  business  lie  in  the  increasing  variety  of 
accounting  methods  (at  least  eight)  an  owner  must  be  familiar  with  to  complete  and  file  a  tax 
return.  This  complexity  is  a  major  hurdle  to  compliance  --  turning  traditionally  honest  business 
owners  into  tax  evaders  because  they  do  not  know  or  understand  the  tax  rules  with  which  they 
must  comply.  To  address  this.  NFIB  supports  simplified  accounting  methods  for  firms  under 
$10  million  in  gross  annual  sales  in  the  following  areas:  cash  accounting,  full  expensing  of 
all  assets  and  bad  debts,  simplified  rules  for  deduction  of  meals  and  automobile  expenses 
and  a  full  exemption  from  alternative  minimum  tax  IAMT)  calculations.  NFIB  would 
welcome  the  opportunity  to  work  with  the  committee  to  further  develop  such  a  meaningful 
proposal. 

For  similar  reasons,  NFIB  would  like  to  work  with  this  committee  to  create  a  simplified 
small  business  tax  form,  or  an  SBEZ  form  based  on  the  1040  EZ  form  for  individuals.  The 
Internal  Revenue  Code  is  1,339,000  words  long.  With  its  complicated  accounting  rules  and 
calculations  it  has  become  a  quagmire  for  small  business  owners,  many  of  whom  do  their  own 
taxes.  We  urge  this  committee  to  pass  legislation  instructing  the  IRS  to  create  a  simplified  SBEZ 
tax  form  designed  for  the  use  of  small  business  owners. 

Simplified  Small  Business  Pension  Plan 

The  rising  administrative  costs  and  legal  complexity  of  pension  plans  are  forcing  small 
business  owners  to  drop  their  pension  plans  in  ever  increasing  numbers.  For  the  same  reasons, 
many  newer  businesses  are  unable  to  set  up  such  plans.  Current  law  already  allows  employers 
to  set  up  Simplified  Employee  Pensions  (SEPs).  However,  even  SEPs  are  complex  to  administer, 
and  as  a  result  they  have  not  been  effective  in  encouraging  small  business  owners  to  establish 
pension  plans. 

NFIB  supports  enactment  of  a  new  pension  system  that  will  encourage  small  business 
owners  and  their  employees  to  save  for  their  retirement.  A  simplified  pension  plan  should  be 
available  to  all  employees,  contain  no  non-discrimination  or  participation  rules,  and  be  flexible 
enough  that  it  will  appeal  to  a  wide  variety  of  employers.  NFIB  has  in  the  past  supported  a  bill 
offered  by  Senate  Finance  Committee  Chairman  Bob  Packwood  that  would  simplify  the  pension 
system  and  we  continue  to  do  so.  Again,  NFIB  looks  forward  to  working  with  you.  Madam 
Chairman,  on  this  important  issue. 
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Safe  Harbor  for  Independent  Contractors 

The  definition,  for  tax  withholding  and  other  purposes,  of  who  is  an  employee  and  who 
is  an  independent  contractor  is  so  complex  that  it  is  difficult  for  employers  to  know  when  they 
are  violating  it.  In  addition,  it  can  make  it  difficult  for  independent  contractors  --  small 
businesses  themselves—  to  exist  at  all  because  of  fear  of  an  IRS  audit.  A  mistake  or 
disagreement  over  how  to  classify  a  worker  with  the  IRS  can  mean  audits,  legal  expenses,  and 
fines.  This  can  be  very  expensive,  enough  in  some  instances  to  close  a  business  for  good.  The 
definition  of  who  is  an  independent  contractor  should  be  clarified  by  Congress  with  a  new 
safe  harbor.  NFIB  strongly  supports  the  creation  of  a  new  safe  harbor  with  a  few  simple  tests 
that  will  allow  an  employer  to  easily  determine  who  is  an  independent  contractor  and  who  is  not. 
In  past  Congresses,  NFIB  has  proposed  language  to  create  such  a  safe  harbor,  and  we  would  like 
to  work  with  the  committee  on  this  issue. 

Conclusion 

Madam  Chairman,  I  want  to  thank  you  again  for  this  opportunity  to  testify  before  the 
Small  Business  Committee.  I  also  want  to  thank  you  for  starting  this  Congress  in  such  an 
impressive  fashion  -  with  an  aggressive  agenda  that  offers  tax  relief,  regulatory  relief,  and  a 
commitment  to  fiscal  discipline.  Again,  the  message  small  business  owners  everywhere  are 
sending  to  government  is:  Get  off  our  backs,  out  of  our  pockets,  and  off  our  land.  On  behalf 
of  the  more  than  600,000  small  business  owners  of  NFIB,  I  want  to  express  my  hope  that  we  can 
work  together  to  enact  this  kind  of  agenda,  and  I  hope  you  will  consider  the  specific  suggestions 
we  have  offered  on  tax  matters  to  help  achieve  the  goals  of  the  Contract  for  America. 

Thank  you.  Madam  Chairman. 
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My  name  is  Ronald  P.  Sandmeyer,  Jr.    I'm  Senior  Vice  President  of  Sandmeyer  Steel 
Company  in  Philadelphia,  Pennsylvania,  a  family-owned  manufacturer  of  stainless  steel  plate 
products,  with  165  employees.   I  am  also  a  Certified  Public  Accountant,  and  I  spent  about 
five  years  with  one  of  the  Big  Eight  accounting  firms  prior  to  joining  our  family  business. 

The  National  Association  of  Manufacturers  (NAM)  is  a  voluntary  business  association 
of  more  than  13.000  firms,  large  and  small,  located  in  every  state.    Our  members  range  in 
size  from  the  very  large  to  the  more  than  8,500  smaller  members  that  have  fewer  than  500 
employees  each.   The  NAM's  member  companies  employ  85  percent  of  all  workers  in 
manufacturing  and  produce  more  than  80  percent  of  the  nation's  manufactured  goods. 

We  appreciate  this  opportunity  to  testify  regarding  small  business  tax  proposals 
contained  in  the  "Contract  With  America,"  and  to  discuss  further  improvements  having  an 
impact  on  small  manufacturing  investment  and  job  creation.    Since  today's  hearing  is  in  the 
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nature  of  an  overview,  my  testimony  will  be  somewhat  general.  However,  I  hope  to  provide 
the  Committee  with  a  number  of  specifics  pertaining  to  the  impact  of  recent  tax  increases  on 
small  and  medium-sized  businesses  structured  as  S-Corporations. 

The  federal  tax  system  as  it  exists  today  has  a  number  of  grave  deficiencies  and 
inequities.   Among  the  principal  ones  are  these: 

•  For  business  taxpayers,  especially  those  in  capital-intensive  industries  who  are 
subjected  to  the  alternative  minimum  tax  (AMT),  our  capital  recovery  system 
is  among  the  worst  in  the  industrialized  world.   This  limits  the  ability  of  many 
firms  to  make  job-creating  investments.   A  similar  problem  exists  with 
successful  S-Corporations  whose  income  is  subjected  to  top  marginal  tax  rates 
that  are  at  least  five  points  higher  than  rates  paid  by  Fortune  500  companies. 

•  Overall,  it  relies  excessively  on  the  taxation  of  income  from  work,  savings  and 
investment,  and  often  subjects  such  income  to  multiple  levels  of  taxation.   A 
dollar  earned  is  taxed  and,  if  the  remainder  is  saved  or  invested,  the  earnings 
or  gains  on  that  savings  or  investment  are  taxed  yet  again.   Similarly,  a  dollar 
of  corporate  earnings  is  taxed  under  the  corporate  income  tax  and,  if  then  paid 
out  to  a  shareholder,  immediately  taxed  again  under  the  individual  income  tax. 

•  Both  entrepreneurial  risk-taking  and  the  free  flow  of  capital  are  significantly 
deterred  by  excessively  high  rates  of  tax  on  capital  gains.   In  the  case  of 
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long-held  assets  where  much  of  the  so-called  "gain"  is  the  result  of  inflation,  the  tax  is 
confiscatory  and  can  actually  exceed  the  taxpayer's  real  economic  gain. 

•  Because  of  our  tax  system,  the  national  savings  rate  is  scandalously  low.   This 
not  only  limits  the  amount  of  investment  capital  available  to  new  and  existing 
businesses  but  also  places  additional  strains  on  the  Social  Security  system,  the 
long-term  viability  of  which  is  highly  questionable  given  current  demographic 
trends. 

•  Finally,  the  federal  income  tax  system  as  we  know  it  today  is  just  too 
complex,  resulting  in  the  certain  waste  of  scores  of  billions  of  dollars  every 
year  in  wholly  unproductive  compliance  costs.   There  is  a  growing  view  that 
the  system  is  now  so  bad  that  it  can't  be  fixed  and  instead  should  just  be 
scrapped  and  replaced  with  something  new. 

Given  the  serious  problems  outlined  above,  the  NAM  is  extremely  pleased  to  note  that 
the  "Contract  With  America"  contains  a  number  of  suggested  changes  to  the  nation's  tax 
laws  that  would  address  these  problems  in  a  positive  manner.   These  include: " 

•  Cutting  capital  gains  taxes  and  inflation-indexing  the  cost  basis  of  capital 
assets.   The  NAM  has  long  been  an  enthusiastic  supporter  of  both  such 
changes. 


100 


•  Providing  additional  incentives  for  putting  money  into  individual  retirement 
accounts  (IRAs).    The  NAM  has  been  a  consistent  supporter  of  IRA  expansion 
as  one  desirable  way  to  improve  the  national  savings  rate.   For  the  long  term, 
however,  there  will  still  be  a  need  for  overall  structural  reforms  that  (1)  will 
eliminate  the  multiple  levels  of  taxation  on  an  earned  dollar  that  is  saved  or 
invested  and  (2)  will  properly  integrate  the  corporate  and  individual  tax 
systems. 

•  Improving  the  depreciation  system  by  moving  towards  the  economic  equivalent 
of  expensing  --  the  Neutral  Cost  Recovery  System  (NCRS).   While  the  goal 
here  is  laudable,  there  are  a  number  of  overriding  issues  that  you  should 
consider.    One  is  that  the  NCRS  does  not  realistically  address  the  fact  that 
many  capital-intensive  taxpayers  end  up  trapped  in  the  alternative  minimum  tax 
(AMT).   Indeed,  a  more  appropriate  short-term  reform  might  be  substantial 
reduction  of  the  impact  of  the  AMT  on  depreciation  or,  even  better,  outright 
repeal  of  the  AMT.   Moreover,  as  a  long-term  goal,  outright  expensing  is 
probably  more  desirable  than  the  economic  equivalent  of  expensing.   Many 
firms  are  forced  to  live  off  their  cash  flow  and  for  them  calculating  the  present 
value  of  a  stream  of  future  deductions  doesn't  generate  spendable  funds. 

•  Furnishing  much-needed  relief  to  small  businesses  by  expanding  the  estate  and 
gift  tax  exemption  and  liberalizing  the  amount  of  capital  investment  that  may 
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be  expensed  rather  than  depreciated.    There  are,  unfortunately,  three  glaring 
omissions  here. 

First,  no  relief  is  provided  from  the  excessively  high  rates  of  tax  paid  by 
shareholders  of  an  S-Corporation  on  income  that  is  retained  and  reinvested  in 
the  business. 

Secondly,  the  relatively  low  gift  tax  exemption  still  leaves  the  heirs  of  family 
businesses  with  estate  tax  bills  that  could  force  the  sale  of  these  family  firms. 
This  is  one  of  the  primary  reasons  why  it  is  so  difficult  and  so  unusual  for 
family  businesses  to  survive  into  the  second  and  third  generations. 

Lastly,  the  expensing  provision  is  structured  in  such  a  way  that  the  increased 
amount  is  irrelevant  for  a  small  to  medium-sized,  capital-intensive 
manufacturer.   The  expensing  provision  is  reduced  dollar-for-dollar  when 
capital  expenditures  exceed  $200,000  ~  an  absurdly  low  amount  when  the  cost 
of  even  the  smallest  machine  in  many  industries  starts  at  that  level.   At  our 
company,  capital  expenditures  -  even  in  a  low  year  -  exceed  tins  $200,000 
threshold,  so  we  have  never  been  able  to  take  advantage  of  the  expensing 
provision  and  it  provides  no  incentive  for  additional  investment.  Furthermore, 
automobiles  and  trucks  may  not  be  expensed  under  current  law.   For  small 
businesses  of  all  types,  vehicles  are  critically  important  and  we  believe  they 
should  fall  under  the  expensing  provision. 
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We  strongly  urge  that  you  address  these  three  problems  as  part  of  the 
Contract's  package  of  small  business  reforms. 

Since  one  nf  the  objectives  of  this  hearing  is  to  look  beyond  the  "Contract  With 
America,"  I'd  like  to  elaborate  on  the  rates  assessed  on  the  shareholders  of  S-Corporations. 
More  than  100,000  American  small  manufacturers  arc  structured  as  S-Corporations.  and  this 
issue  of  rate  reduction  is  critically  important  to  them. 

As  you  may  know,  S-Corporations  are  not  taxed  directly.   Instead,  the  taxable  income 
of  these  corporations  flows  through  directly  to  the  company's  shareholders  and  these 
shareholders  are  taxed  at  their  individual  income  tax  rates.   It  is  important  to  note  that 
shareholders  are  taxed  even  on  company  profits  that  are  not  actually  distributed  to  them,  but 
are  retained  and  reinvested  in  the  company. 

The  significant  increase  in  individual  rates  has  had  a  disproportionate  and  unfair 
impact  on  small  businesses  operating  as  S-Corporations.   When  one  considers  the 
combination  of  an  increase  in  personal  income  tax  rates,  surcharges  and  the  phase-out  of 
deductions,  the  1993  income  taxes  retroactively  imposed  on  successful  S-Corporation 
shareholders  skyrocketed  from  28  percent  to  nearly  40  percent!   This  increased  tax  liability 
forces  companies  to  distribute  more  cash  to  the  shareholders  to  pay  the  higher  income  taxes 
instead  of  retaining  the  earnings  in  the  business  and  buying  more  equipment  or  hiring  more 
people. 
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I  understand  the  Administration  claims  that  these  increases  affect  only  four  percent  of 
small  businesses.  We  believe  this  figure  is  not  accurate,  since  it  excludes  any  taxpayer  who 
receives  more  than  half  of  his  or  her  income  from  wages.  Furthermore,  those  who  certainly 
aj£  affected  by  this  tax  increase  are  the  successful  businesses  who  provide  multiple  jobs,  and 
are  best  positioned  to  create  economic  growth.  This  tax  increase  does  nothing  more  than 
penalize  success  and  growth. 

What  has  been  the  "real-world"  effect  of  this  increase?   In  January  of  last  year,  the 
NAM  surveyed  nearly  1,000  S -Corporations.    More  than  half  anticipated  that  the  tax  increase 
would  result  in  a  decrease  in  their  expected  investment.   Nearly  a  third  predicted  a  decrease 
in  the  levels  of  jobs  they  would  otherwise  have  added. 

Now,  a  year  later,  evidence  is  beginning  to  come  in  that  shows  the  devastating  impact 
of  the  tax  increases. 

•  A  180-employee  wood  products  firm  in  Wisconsin  has  written  us  that  their  tax 
increase  was  $70,000  -  all  of  which  would  otherwise  have  been  reinvested  in 
capital  improvements  for  growth.   They  note:    "Why  reinvest  with  the  Federal 
government  taking  more  taxes?  Currently  we  are  looking  at  importing  from 
China  with  no  investment." 

•  A  130-employee  construction  machinery  company  from  Maryland  stated  that 
the  increased  taxes  had  resulted  in  their  not  carrying  as  much  inventory  and 
reduced  their  sales  potential  by  about  $100,000  per  year  --  resulting  in  apj 
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hiring  two  to  three  positions  in  their  unionized  work  force  they  otherwise 

would  have. 

A  290-employee  electrical  products  manufacturer  in  New  York  has  delayed 

buying  new  equipment  because  of  a  $76,000  increase  in  1993  taxes  and  an 

estimated  $180,600  increase  in  1994  taxes.   The  equipment  would  have 

produced  a  specialty  product  of  which  50  percent  would  have  been  exported  - 

mostly  to  Japan. 

A  tOO-employee  Ohio  manufacturer  of  woodworking  machinery  got  hit  for  an 

additional  $161,000.   This  cash  flow  drain  resulted  in  their  qoj  hiring  an 

additional  three  or  four  new  employees,  and  qoj  purchasing  new  equipment  to 

compete  with  foreign  competition. 

A  98-employee  gasket  manufacturer  in  North  Carolina  has  been  forced  to  cut 

at  least  $90,000  out  of  their  non-contributory  Profit  Sharing  Program  for  their 

employees. 

An  85 -employee  Ohio  manufacturer  reduced  their  plant  expansion  by  $2.5 

million.   And  instead  of  hiring  75  new  employees  in  1994  and  1995  as 

planned,  they  utilized  temporary  employees. 

And  at  our  own  company  in  1994,  we  eliminated  our  dental  plan  and  reduced 

the  company  contribution  to  the  401  (k)  plan,  offsetting  nearly  $100,000  of  our 

increased  tax  bill.   And  to  further  help  our  cash  flow,  we  spent  at  least 

$100,000  lfisi  on  new  equipment  in  1994  than  we  historically  have  spent. 
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The  list  goes  on  and  on,  Madame  Chair.    And  the  worst  part  of  the  story  is  that, 
because  taxes  derived  from  S-Corporations  are  disbursed  when  personal  income  taxes  are 
paid,  and  because  of  special  first-year  phase-in  rules  that  spread  out  the  initial  impact,  many 
small  companies  are  only  now  learning  the  true  extent  of  the  hit  they've  taken. 

The  end  result  is  a  drastically  slashed  cash  flow,  and  a  heightened  need  for  borrowed 
funds  -  just  as  the  Federal  Reserve  continues  to  raise  interest  rates  and  make  credit  more 
expensive  to  obtain. 

As  a  result,  small  manufacturers  around  the  country  are  telling  us  that  the  real  impact 
on  their  plant  and  equipment  investments  will  come  this  year  -  and  that  the  effects  will 
become  most  visible  towards  the  end  of  1995.   Any  changes  in  tax  law  must  address  this 
issue  if  economic  growth  is  to  be  considered  paramount. 

In  closing,  I  want  to  make  two  overarching  recommendations: 

First,  any  tax  cuts  enacted  as  part  of  the  Contract  should  be  fully  funded  by  offsetting 
spending  reductions.    Failure  to  do  so  will  almost  inevitably  lead  to  a  rise  in  interest  rates 
that  will  negate  the  positive  effects  of  such  tax  cuts. 

Second,  while  the  Contract's  tax  provisions  are  in  many  respects  desirable  in  the  short 
run,  they  are  a  piecemeal  approach  which  leave  many  of  the  problems  of  the  current  federal 
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tax  system  --  which  I  outlined  at  the  beginning  of  this  testimony  --  substantially  unresolved. 
You  therefore  should  not  lose  sight  of  the  continuing  need  for  a  comprehensive  overhaul  of 
the  federal  tax  structure  and  we  urge  you  to  start  work  on  such  an  effort  as  soon  as  you  have 
finished  dealing  with  the  "Contract  With  America." 

This  concludes  my  prepared  testimony,  Madame  Chair.  We  would  be  pleased  at  this 
time  to  address  any  questions  you  or  other  members  of  the  Committee  might  have. 
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The  Small  Business  Legislative  Council  (SBLC)  is  a  permanent, 
independent  coalition  of  nearly  one  hundred  trade  and  professional 
associations  that  share  a  common  commitment  to  the  future  of  small  business . 
Our  members  represent  the  interests  of  small  businesses  in  such  diverse 
economic  sectors  as  manufacturing,  retailing,  distribution,  professional 
and  technical  services,  construction,  transportation,  tourism,  and 
agriculture.  For  your  information,  a  list  of  our  members  is  enclosed. 

Thank  you  for  this  opportunity  to  testify  on  the  tax  provisions  of 
H.R.  9,  the  Job  Creation  and  Wage  Enhancement  Act.  Throughout  our  history 
(SBLC  was  founded  in  1976) ,  one  of  our  guiding  principles  has  been  that  the 
tax  code  should  be  used  to  direct  economic  activity  to  encourage  the  growth 
of  small  businesses.  This  principle  has  led  us  to  participate,  over  the 
years,  in  debates  ranging  from  restoration  of  a  capital  gains  rate 
differential  to  the  establishment  of  a  direct  expensing  provision.  As  a 
result,  we  find  H.R.  9  reflects  many  of  the  long  standing  positions  of  the 
SBLC.  If  I  may,  I  would  like  to  note  the  four  provisions  of  H.R.  9  which  are 
of  interest  to  us,  and  then  offer  an  observation  about  the  current  tax  policy 
environment . 

The  first  provision  of  H.R.  9,  on  which  SBLC  has  long  standing  policy, 
is  capital  gains  relief.  Capital  gains  is  very  much  a  small  business  issue. 
Throughout  the  life-cycle  of  a  small  firm,  capital  gains  plays  a  vital  role. 
It  contributes  to  business  continuity  and  to  the  preservation  of  the  family- 
owned  enterprise.  While  there  will  always  be  debate  over  whom  are  the 
beneficiaries  of  a  long-term  capital  gains  exclusion,  it  is  important  not  to 
lose  sight  of  the  valuable  contribution  a  capital  gains  rate  differential 
has  made  to  the  vitality  of  the  small  business  economy  and  job  creation. 

The  role  of  capital  gains  is  most  obvious  at  the  birth  of  a  small 
business.  In  particular,  it  serves  as  a  catalyst  to  investment  by  both  the 
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informal  and  formal  venture  capital  communities.  It  is  the  organized 
venture  capital  market  that  seeks  out  and  encourages  the  innovative  high- 
growth  firms  that  are  the  creators  of  jobs  in  our  economy.  Studies  over  the 
years  have  demonstrated  a  strong  correlation. 

Venture  capital  investment  is  not  without  significant  risk,  however, 
nor  is  the  return  on  the  investment  immediate .  The  capital  gains 
differential  enhanced  the  venture  capitalist's  ability  to  take  the  risks 
that  have  paid  dividends  in  the  form  of  jobs  to  the  economy. 

Capital  gains  has  its  populist  side  as  well.  The  government's  1987 
State  of  Small  Business  Report  noted  that  informal  investors  -  friends, 
relatives,  and  business  associates  —  are  the  second  most  commonly  used 
source  of  equity  capital  financing  after  internal  financing.  The  report 
stated,  "preliminary  estimates  indicate  that  total  informal  equity  capital 
investment  in  small  businesses  amounted  to  approximately  $300  billion  in 
1983. "  Altruism  aside,  the  informal  network  does  expect  a  return  on  its 
investment,  and  capital  gains  has  been  a  part  of  that  equation. 

The  tax  treatment  of  capital  assets  also  has  an  impact  on  the  corporate 
cost  of  capital.  In  a  world  where  our  trading  partners  and  competitors  enjoy 
a  much  lower  cost  of  capital,  a  corporate  capital  gains  adjustment  can  help 
make  us  more  competitive  in  the  world  market  place . 

The  SBLC  has  historically  supported  the  concept  of  allowing  small 
business  owners  and  investors  to  defer  or  roll  over  their  gains  if  they  hold 
their  investment  in  a  small  business  for  a  longer  period  of  time,  and/or 
reinvest  the  proceeds  in  small  business.  Such  a  proposal  has  been  prominent 
in  prior  White  House  Conferences  on  Small  Business,  and  based  on  local 
meetings  held  to  date  for  the  1995  White  House  Conference  on  Small  Business, 
the  rollover  or  deferral  of  capital  gains  is  likely  to  emerge  as  a  priority 
again. 
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Second,  depending  on  the  assets  involved  and  the  tax  status  of  the 
business,  expansion  of  the  direct  expensing  provision  of  the  tax  code. 
Section  179,  will  provide  more  opportunities  for  small  business  to  invest  in 
capital  purchases.  Currently,  Section  179  allows  small  businesses  to  write 
off  the  first  $17,500  of  such  purchases  in  the  first  year.  SBLC  was  among  the 
most  prominent  private  sector  advocates  of  Section  179  when  it  was 
considered  and  enacted  by  Congress  in  1981.  Small  business  "finances"  many 
of  their  capital  asset  investments  from  retained  earnings .  Waiting  five  or 
seven  years  to  recover  that  investment  is  a  significant  deterrent  to  further 
growth  and  expansion. 

In  1980,  the  1,800  small  business  delegates  to  the  White  House 
Conference  on  Small  Business  made  enactment  of  a  direct  expensing  provision 
their  second  priority.  In  1986,  the  delegates  to  the  second  White  House 
Conference  on  Small  Business  called  for  its  expansion.  H.R.  9  increases  the 
amount  to  $25,000.  This  will  be  helpful.  Frankly,  we  advocated  a  $50,000 
limit  in  1981. 

The  issue  of  estate  taxes  is  always  in  the  back  of  the  minds  of  small 
business  owners.  In  this  country,  we  pay  a  heavy  price  for  success  in  the 
form  of  estate  taxes.  The  problem  is,  we  co-mingle  personal  wealth  and 
business  assets  in  the  same  system.  And  unlike  personal  wealth,  business 
assets  are  seldom  in  a  form  that  can  be  liquidated  easily  to  produce  the  cash 
to  pay  for  estate  taxes.  The  result,  too  frequently,  can  be  a  family 
business  lost. 

As  you  know,  H.R.  9  would  increase  the  size  of  the  exemption  from  estate 
taxes.  It  would  increase  the  exemption  from  $600,000  to  $750,000.  We 
welcome  this  change,  but  will  tell  you  that  if  we  had  our  druthers,  cutting 
the  rates  (55  percent)  would  be  our  first  preference.  It  would  eliminate  the 
need  for  estate  tax  planning  shenanigans  and  reduce  the  need  to  liquidate 
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businesses  to  pay  the  tax  bill.  The  size  of  the  exemption  is  indexed  under 
H.R.  9,  perhaps  we  can  do  something  with  respect  to  the  rates. 

Finally,  H.R.  9  addresses  what  we  believe  is  an  unfair  interpretation  of 
the  home  office  deduction  provision  of  the  tax  code.  As  you  know,  the 
Supreme  Court  in  1991  affirmed  IRS'  rather  narrow  view  of  the  circumstances 
under  which  a  home  office  expense  would  be  allowed  as  a  deduction. 

The  proposed  legislation  sets  forth  new  criteria  for  a  home  office 
deduction.  Prior  to  the  Supreme  Court  decision,  home  office  expenses  were 
deductible  if:  ( 1 )  the  space  in  the  home  was  devoted  to  the  "sole  and 
exclusive  use"  of  the  office;  (2)  the  taxpayer  used  no  other  office  for  the 
business;  and  (3)  the  business  generated  enough  income  to  cover  the 
deduction. 

The  Supreme  Court,  in  effect,  added  two  additional  conditions  to  the 
eligibility  of  most  taxpayers  for  the  home  office  deduction:  (4 )  the 
customers  of  the  home-based  business  must  physically  visit  the  home  office; 
and  ( 5 )  the  business  revenue  must  be  produced  within  the  home  office  itself . 

H.R.  9  keeps  intact  the  three  previous  criteria  for  the  deduction,  while 
making  clear  that  essential  administrative  and  management  activities  -  such 
as  tax  preparation,  bookkeeping  and  billing,  and  soliciting  business  —  are 
legitimate  uses  of  business  time  and  office  space  for  the  purpose  of 
deducting  the  expenses  of  a  home  office. 

Having  discussed  those  provisions  which  we  believe  would  be  most 
beneficial  to  small  business,  let  me  raise  some  overriding  concerns  of  the 
small  business  community. 

Deficit  reduction  and  fiscal  discipline  come  first .  I  know  the 
leadership  of  the  House  has  made  a  commitment  to  making  spending  cuts  first 
and  "banking"  them  for  use  to  offset  the  costs  of  H.R.  9.  We  can  only  urge 
this  Committee  to  stand  ready  to  make  sure  this  commitment  is  fulfilled. 
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So  far,  the  economy  and  the  small  business  community  are  holding  up.  A 
crack  in  our  resolve  to  impose  fiscal  discipline  or  additional  increases  in 
the  interest  rates  could  put  us  in  a  downward  spiral  we  do  not  need.  While  we 
welcome  the  tax  relief,  and  believe  some  of  the  initiatives  found  in  H.R.  9 
are  critical ,  we  do  need  to  keep  our  eye  on  the  big  picture . 

I  would  be  remiss  if  I  did  not  note  the  keen  interest  SBLC  has  in  the 
issue  of  independent  contractor  determinations.  I  know  the  Committee  has 
scheduled  a  hearing  just  on  that  topic,  and  since  we  will  not  be  testifying, 
I  am  including  our  views  on  the  subject  herein. 

As  I  said  repeatedly  in  numerous  forums,  including  this  Committee  as 
recently  as  last  August,  SBLC  stands  ready  to  work  with  Congress  and  the  IRS 
to  develop  an  objective,  fair  standard  for  the  classification  of  individuals 
as  independent  contractors  or  employees.  With  our  colleagues  at  NFIB,  we 
have  developed  our  own  proposal  to  accomplish  this  and  are  prepared  to  bring 
it  to  Congress.  I  do  want  to  underscore  our  belief  that,  ultimately, 
Congress  must  be  responsible  for  setting  the  appropriate  standards. 
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Appendix  1 
SBLC  Views  on  Independent  Contractor  Classifications 

We  are  always  troubled  by  the  fact  that  small  business  is  challenged  for 
its  use  of  independent  contractors,  rather  than  an  analysis  beginning  with 
an  examination  of  the  benefits  that  flaw  from  promoting  independent 
contractors  and  entrepreneurial  activity.    We  would  like  to  start  our 
examination  with  a  simple  statement  with  which  we  believe  most  Americans 
would  agree. 

"The  right  to  start,  own,  and  manage  one's  own  business"  -  the 
American  Dream.  It  seems  like  a  principle  we  all  automatically 
assume  is  as  much  a  part  of  our  nation's  heritage  as  the 
Constitution  and  the  Bill  of  Rights.  After  all,  Thomas  Jefferson's 
independent  yeoman  farmers  were  the  f orbearers  of  our 
entrepreneurial  sector.  Our  nation  is  built  upon  a  foundation  of 
individual  opportunity. 

Back  in  the  1970 's,  Milton  D.  Stewart,  appointed  by  President  Carter  as 
the  first  Chief  Counsel  for  Advocacy  for  Small  Business,  articulated  the 
need  for  an  economic  bill  of  rights.  In  addition  to  the  right  to  start,  own, 
and  manage  one's  own  business,  Stewart  also  asserted  the  economic  bill  of 
rights  should  include  the  right  to  live  in  an  economically  diverse  society 
and  that  all  citizens  have  an  equal  entrepreneurial  right  to  participate  in 
our  free  enterprise  system,  regardless  of  such  factors  as  race,  creed,  or 
sex.  He  once  observed: 

"As  Jefferson  realized  at  the  nation's  birth,  economic 
independence  is  the  only  guaranty  of  political  liberty.  This 
country's  14  million  small  businesses  provide  14  million  sources, 
not  only  for  economic  opportunity,  but  also  for  that  liberty. 
Every  one  of  this  nation's  business  owners  can  say  anything  he  or 
she  pleases.  No  one  can  fire  these  people  or  take  their  jobs  away. 
If  you  spread  the  wealth  and  power  in  society,  you  inevitably 
spread  freedom.  The  larger  the  small  business  sector,  the  more 
equality  of  opportunity  we  have  for  individuals  and  the  safer  our 
freedom  of  expression  is  from  abuse.  Small  business  fosters 
creativity  and  innovation.  It  is  the  bulwark  against 
concentration  and  the  remorseless  abuses  of  power  to  which  that 
leads . " 

While  we  seem  to  accept  the  belief  that  there  is  a  right  to  start,  own, 
and  manage  one' s  own  business,  we  have  never  had  a  formal  game  plan  to  ensure 
that  right  is  encouraged,  promoted,  and  exercised.  Just  as  an  example,  we 
might  note,  despite  the  fact  there  are  some  20  million  sole  proprietors, 
partners,  and  S  Corporation  shareholders,  Congress  has  chosen  to  permit  such 
individuals  to  deduct  only  25  percent  of  their  own  health  care  costs;  and 
that  provision  is  subject  to  annual  renewal.  We  ask  you  -  what  signal  does 
that  send  to  entrepreneurs? 

The  1,600  delegates  to  the  1980  White  House  Conference  on  Small  Business 
agreed  there  was  a  need  to  articulate  a  small  business  bill  of  rights.  Their 
recommendation  went  beyond  Stewart '  s  original  set  of  rights ,  but  they 
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reflect  the  concern  regarding  the  need  for  such  an  economic  bill  of  rights. 
The  resolution  adopted  by  the  delegates  reads  as  follows: 

America's  Small  and  Independent  Bill  of  Rights 

"The  American  Dream  is  to  be  an  owner  of  one's  own  business.  Almost 
everyone  has  had  the  dream,  and  millions  of  Americans  have  lived 
it.  The  American  Dream  is  the  cornerstone  of  our  200-year-old 
American  Heritage  and  also  is  the  reason  for  our  country's  position 
as  the  most  economically  powerful  nation  in  the  world  today.  Could 
we  have  achieved  this  status  as  a  nation  if  we  had  not  been 
presented  with  opportunity  unencumbered  by  government  regulation? 
Could  we  have  achieved  this  nation '  s  status  if  entrepreneurs  had 
not  had  the  fortitude  and  shown  the  initiative  to  take  advantage  of 
opportunity  when  it  presented  itself?  America  was  founded  on  the 
principle  of  each  individual '  s  fundamental  rights ,  i.e.,  Freedom 
of  Speech,  Freedom  of  Religion,  Freedom  of  the  Press,  Freedom  of 
Assembly,  Freedom  to  Bear  Arms,  etc. ,  fundamentally,  the  Right  to 
'Life,  Liberty,  and  the  Pursuit  of  Happiness. '  The  Pursuit  of 
Happiness  can  and  does  take  the  form  of  one  going  into  business  for 
oneself,  the  fulfillment  of  the  American  Dream. 

"Now,  therefore,  in  consideration  of  the  foregoing  and;  whereas 
the  Small  Business  Community  is  represented  by  some  14  million 
small  and  independent  businesses,  and;  whereas  these  14  million 
businesses  represent  100  million  people  and  58  percent  of  all 
private  sector  jobs  in  America  and;  whereas  97  percent  of  all  newly 
created  jobs  in  the  past  seven  years  have  been  created  among  these 
14  million  small  and  independent  businesses  representing 
48  percent  of  America's  gross  business  product  and;  whereas 
50  percent  of  all  new  inventions,  innovations,  and  patents  are 
developed  in  the  small  and  independent  sector  of  American 
business. . . 

"Therefore,  be  it  resolved  that  said  14  million  small  and 
independent  businesses  have  fundamental,  inalienable,  and 
constitutional  rights: 

1.  The  right  to  start,  own,  and  manage  a  business  without 
government  interference. 

2 .  The  right  to  compete  fairly  for  capital  with  assurance 
that  capital  will  be  available  for  private  use. 

3.  The  right  to  reward  for  the  risk,  effort,  and  genius 
necessary  to  make  an  independent  business  work. 

4 .  The  right  to  determine  price  just  as  the  buyer  has  the 
right  to  buy  or  not  at  that  price. 

5 .  The  right  to  be  governed  by  reasonable  and 
understandable  laws  set  forth  by  elected 
representatives,  not  by  bureaucratic  dictate. 

6.  The  right  to  be  innocent  until  proven  guilty  by  a  jury  of 
our  peers;  not  by  administrative  edict. 
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7.  The  right  to  equal  representation  with  Big  Business,  Big 
Labor,  and  Government  on  matters  relating  to  America's 
economic  polices. "  [emphasis  added] 

It  seems  particularly  appropriate  today  to  review  this  small  portion  of 
our  economic  history  which  stretches  from  the  founding  fathers  to  the 
delegates  of  the  1980  White  House  Conference,  because  the  independent 
contractor  is  the  quintessential  realization  of  the  American  Dream. 

To  us,  independent  contracting  is  both  the  embodiment  of  the  American 
Dream  and  the  means  by  which  it  becomes  an  achievable  dream.  The  essence  of 
the  American  spirit  is  individual  opportunity.  For  most  "would  be" 
entrepreneurs,  the  only  asset  they  can  bring  to  their  new  business  is  their 
own  skills.  Few  small  businesses  start  out  with  the  venture  capital, 
informal  or  formal,  to  open  their  business  on  day  one,  complete  with 
employees,  assets,  suppliers,  and  customers .  Independent  contractor  status 
is,  in  fact,  the  first  step  on  the  small  business  ladder.  The  risk  of 
becoming  an  independent  contractor  is  a  very  limited  but  direct  risk.  If  I 
fail,  I  do  not  eat.  I  do  not  have  the  comfort  of  punching  a  time  clock  and 
knowing  the  check  will  be  there  on  payday.  But  if  I  am  a  success,  I  do  not 
carry  the  burden  of  that  time  clock  on  my  back.  We  are  sure  that  few 
individual  independent  contractors  want  to  remain  one  person  operations , 
but  that  is  clearly  the  avenue  of  opportunity. 

To  us,  therefore,  it  seems  clear  why  individuals  would  seek  to  become 
entrepreneurial  independent  contractors .  The  choice  is  theirs  to  make ,  and 
the  risks  and  rewards  theirs  to  evaluate.  Likewise,  it  is  equally  clear  to 
us  why  the  nation  benefits.  Not  only  does  it  reflect  our  heritage  of 
individual  opportunity,  entrepreneurial  activity  brings  with  it 
innovation,  creativity,  productivity,  and  economic  growth. 

Therefore,  the  first  thing  Congress  should  do  is  to  establish  that 
encouraging  independent  contractors  is  consistent  with  our  nation's 
economic  heritage  and  social  philosophy.  Let  us  make  it  clear  it  is  a  good 
thing  to  do.  All  public  policy  should  be  built  around  a  presumption  that  we 
should  encourage  Americans  to  start,  own,  and  manage  a  business,  not  a 
presumption  they  are  "misclassifications. " 

If  it  is  clear  to  us  why  independent  contractors  seek  the  status  and  why 
the  nation  benefits,  we  are  not  convinced  it  is  well  understood  in  public 
policy  circles  why  the  availability  of  independent  contractors  is  critical 
to  the  survival  of  other  small  businesses.  To  explain  why  they  are  a 
critical  cog  in  a  functioning  small  business  economy,  we  must  lapse  briefly 
into  public  policy-speak.  A  service  provider  is  an  independent  contractor. 
The  service  recipient  is  the  business  that  utilizes  them.  It  might  be  more 
accurate  to  refer  to  the  service  recipient  as  a  service  expediter,  for 
frequently  the  general  public  or  other  customers  are  the  beneficiaries  of 
the  service,  not  the  so-called  service  recipient. 

Nevertheless,  the  service  recipient  does  benefit  from  the  independent 
contractor  relationship.  As  remains  too  often  the  case,  sinister  motives 
are  attributed  to  the  business  that  utilizes  an  independent  contractor. 
Most  of  these  motives  relate  to  tax  liability.  The  truth  is,  behind  most 
decisions  to  use  independent  contractors,  you  can  find  the  word 
flexibility  -  the  hallmark  of  a  successful  small  business. 
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In  the  dynamic  tension  between  big  and  small  business,  the  tradeoff  is 
between  economies  of  scale  and  flexibility.  In  a  big  business,  enough  work 
may  be  found  to  employ  one  individual  with  a  particular  skill  or  asset.  If 
the  market  or  technology  changes,  many  big  businesses  find  themselves  caught 
with  resources  that  are  no  longer  productive  or  efficient. 

On  the  other  hand,  if  the  work  is  not  there  for  the  skill  or  asset  which 
the  individual  can  provide,  the  small  business  owner  is  either  going  to  tap 
an  independent  contractor  or  not  provide  the  service .  Too  often  big 
businesses  must  try  to  force  the  market  to  adjust  to  them.  In  the  small 
business  sector,  the  business  adjusts  to  the  market.  If  a  market  or  demand 
changes,  the  small  business  is  able  to  adapt  to  it.  If  new  skills  and  new 
technology  are  needed,  the  small  business  can  re-tool  itself  for  those 
changes.  Responding  sooner,  faster,  better,  and  more  efficiently  is  what 
allows  small  businesses  to  survive,  compete,  and  prosper.  Utilizing 
independent  contractors  is  part  of  that  success  story.  Mandating  that  the 
individual  be  reclassified  as  an  employee  solves  nothing,  because 
inefficiency  and  excess  capacity  is  a  quick  route  to  bankruptcy. 

At  the  same  time ,  an  independent  contractor  can  maintain  a  standard  of 
living  and  a  way  of  life,  and  keep  skills  and  assets  in  the  marketplace 
available  to  a  number  of  industry  participants.  Utilizing  an  independent 
contractor  facilitates  the  sale  of  the  service  recipient '  s  goods  or  service . 
Because  the  services  or  assets  of  the  service  provider  and  service  recipient 
are  mutually  interdependent  does  not,  and  should  not,  lead  to  the  conclusion 
the  relationship  should  be  that  of  employer-employee . 

Sadly,  the  chasm  between  the  rhetoric  of  embracing  small  business  and 
promoting  it  through  meaningful  public  policy  is  a  wide  one .  This  has  been 
most  evident  in  the  government '  s  past  history  on  the  use  of  independent 
contractors  by  other  small  businesses.  In  short,  the  policy  has  been  to 
aggressively  reclassify  independent  contractors  as  employees .  We  can  only 
speculate  as  to  the  various  reasons  for  this  policy,  but  we  are  certain  it  is 
not  based  on  the  presumption  that  independent  contractors  represent  the 
achievement  of  the  American  Dream. 
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Members  of  the  Small  Business  Legislative  Council 


Air  Conditioning  Contractors  of  America 

Alliance  for  Affordable  Health  Care 

Alliance  of  Independent  Store  Owners  and  Professionals 

American  Animal  Hospital  Association 

American  Association  of  Nurserymen 

American  Bus  Association 

American  Consulting  Engineers  Council 

American  Council  of  Independent  Laboratories 

American  Floorcovering  Association 

American  Gear  Manufacturers  Association 

American  Machine  Tool  Distributors  Association 

American  Road  &  Transportation  Builders  Association 

American  Society  of  Travel  Agents,  Inc. 

American  Sod  Producers  Association 

American  Subcontractors  Association 

American  Textile  Machinery  Association 

American  Trucking  Associations,  Inc. 

American  Warehouse  Association 
American  Wholesale  Marketers  Association 
AMT-The  Association  for  Manufacturing  Technology 
Apparel  Retailers  of  America 
•chitectural  Precast  Association 

.ssociated  Builders  &  Contractors 
Associated  Equipment  Distributors 
Associated  Landscape  Contractors  of  America 
Association  of  Small  Business  Development  Centers 
Automotive  Service  Association 
Automotive  Recyclers  Association 
Bowling  Proprietors  Association  of  America 
Building  Service  Contractors  Association  International 
Business  Advertising  Council 
Christian  Booksellers  Association 
Council  of  Fleet  Specialists 
Council  of  Growing  Companies 
Direct  Selling  Association 
Electronics  Representatives  Association 
Florists  Transworld  Delivery  Association 
Health  Industry  Representatives  Association 
Helicopter  Association  International 
Independent  Bakers  Association 
Independent  Bankers  Association  of  America 
Independent  Medical  Distributors  Association 
International  Association  of  Refrigerated  Warehouses 
International  Communications  Industries  Association 
International  Formalwear  Association 
International  Television  Association 
Machinery  Dealers  National  Association 

'anufacturers  Agents  National  Association 

anufacturers  Representatives  of  America,  Inc. 


Mechanical  Contractors  Association  of  America,  Inc. 

National  Association  for  the  Sell-Employed 

National  Association  of  Catalog  Showroom  Merchandisers 

National  Association  of  Home  Builders 

National  Association  of  Investment  Companies 

National  Association  of  Plumbing-Heating-Cooling 
Contractors 

National  Association  of  Private  Enterprise 

National  Association  of  Realtors 

National  Association  of  Retail  Druggists 

National  Association  of  RV  Parks  and  Campgrounds 

National  Association  of  Small  Business  Investment 
Companies 

National  Association  of  the  Remodeling  Industry 

National  Association  of  Truck  Stop  Operators 

National  Association  of  Women  Business  Owners 

National  Chimney  Sweep  Guild 

National  Association  of  Catalog  Showroom  Merchandisers 

National  Coffee  Service  Association 

National  Electrical  Contractors  Association 

National  Electrical  Manufacturers  Representatives 

Association 

National  Food  Brokers  Association 

National  Independent  Rag  Dealers  Association 

National  Knitwear  Sportswear  Association 

National  Lumber  &  Building  Material  Dealers  Association 

National  Moving  and  Storage  Association 

National  Ornamental  &  Miscellaneous  Metals  Association 

National  Paperbox  Association 

National  Shoe  Retailers  Association 

National  Society  of  Public  Accountants 

National  Tire  Dealers  &  Retreaders  Association 

National  Tooling  and  Machining  Association 

National  Tour  Association 

National  Venture  Capital  Association 

National  Wood  Flooring  Association 

Opticians  Association  of  America 

Organization  for  the  Protection  and  Advancement  of  Small 

Telephone  Companies 

Passenger  Vessel  Association 

Petroleum  Marketers  Association  of  America 

Power  Transmission  Representatives  Association 

Printing  Industries  of  America,  Inc. 

Professional  Lawn  Care  Association  of  America 

Promotional  Products  Association  International 

Retail  Bakers  of  America 

Small  Business  Council  of  America,  Inc. 

Small  Business  Exporters  Association 

SMC/Pennsylvania  Small  Business 

Society  of  American  Florists 


1156  15lh  Street,  N.W.-  Suite  510      Washington,  DC  20005      (202)  639-8500  /  FAX  (202)  296-5333 
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TESTIMONY  OF  JOHN  WHARTON,  DIRECTOR  OF  FINANCE 
MILLER  AND  LONG  COMPANY  OF  MARYLAND.,  INC. 

REPRESENTING 


ASSOCIATED  BUILDERS  &  CONTRACTORS 

1300  NORTH  SEVENTEENTH  STREET 

ROSSLYN.VA  22209 

BEFORE  THE  SMALL  BUSINESS  COMMITTEE 
U.S.  HOUSE  OF  REPRESENTATIVES 


THE  "CONTRACT  WITH  AMERICA"  AND  HOW  IT  WILL  CHANGE  TAX  POLICIES 
THAT  AFFECT  SMALL  BUSINESSES 


JANUARY  18, 1995 

Good  morning  Madam  Chairman  and  honorable  members  of  the  Committee.  My  name  is 
John  Wharton  and  I  am  Director  of  Finance  of  Miller  and  Long  Company  of  Maryland.  I  am 
pleased  to  be  here  today  to  testify  on  behalf  of  Associated  Builders  and  Contractors  (ABC). 

ABC  is  a  national  trade  association  representing  approximately  17,500  contractors, 
subcontractors,  material  suppliers,  and  related  firms  from  across  the  country  and  from  all 
specialties  in  the  construction  industry.  Our  diverse  membership  is  bound  by  a  shared 
commitment  to  the  merit  shop  philosophy  of  awarding  construction  contracts  to  the  lowest 
responsible  bidder,  regardless  of  labor  affiliation,  through  open  and  competitive  bidding.  With 
80%  of  the  nation's  construction  workers  choosing  not  to  be  represented  by  a  union,  ABC  is 
proud  to  be  their  voice. 

ABC  recognizes  the  commitment  of  this  Committee  to  improving  the  lot  of  the  small 
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businessman,  the  backbone  of  America's  economy.  That  commitment  is  evidenced  in  today's 
hearings.  Hopefully,  the  Committee  recognizes  in  particular  the  plight  of  the  small  businessman 
in  the  construction  industry.  In  an  industry  where  "profit  margin"  often  means  just  one  penny  on 
the  dollar  and  deadlines  are  notoriously  tight,  the  small  businessman  simply  cannot  afford  the 
current  maze  of  paperwork  and  limitations.  On  behalf  of  myself  and  ABC,  I  thank  the 
Committee  for  its  examination  of  the  way  in  which  changes  in  the  tax  law,  consistent  with  the 
commitments  made  in  the  Contract  With  America,  could  alleviate  some  of  these  burdens  on  the 
small  businessman. 

The  two  most  onerous  tax  burdens  on  small  businessmen  in  the  construction  industry  are 
the  Lookback  Rule  and  the  limitation  on  businesses  incorporated  under  subchapter  S.  The 
construction  industry  accounts  for  7-15%  of  our  nation's  gross  national  product  each  year  and 
employs  close  to  S  million  workers.  Because  reform  in  these  areas  is  critical  to  the  construction 
industry,  it  is  vital  to  our  nation's  long-term  economic  health  and  competitiveness. 
The  Lookback  Rule  Should  Not  Apply  tn  Smatt  Contractors 

Currently,  the  Lookback  Rule  requires  taxpayers  engaged  in  the  production  of  property 
under  a  long-term  contract  to  compute  yearly  income  from  the  contract  under  the  "Percentage  of 
Completion  Method."  Under  the  Percentage  of  Completion  Method,  gross  income  for  taxation 
purposes  is  calculated  by  multiplying  the  gross  contract  price  by  the  percentage  of  the  contract 
completed  in  the  year  in  question.  The  percentage  of  the  contract  completed  is  determined  by 
comparing  actual  costs  incurred  during  the  year  with  the  estimated  total  contract  costs. 

Because  the  Percentage  of  Completion  Method  uses  estimated,  rather  than  actual, 
contract  price  and  costs  to  figure  gross  income  for  any  taxable  year,  the  Lookback  Rule  is  applied 
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in  the  year  the  contract  is  completed.  The  taxpayer  is  then  compensated  for  the  acceleration  or 
deferral  of  taxes  paid  over  the  contract  term. 

Application  of  the  Lookback  Rule  requires  a  three-step  process.  First  the  taxpayer  must 
recalculate  the  percentage  of  contract  completed  using  actual,  rather  than  estimated  prices  and 
costs.  This  first  step  allows  any  under  or  over  reported  taxable  amount  to  be  calculated.  Second, 
the  taxpayer  must  compare  his  tax  liability  for  each  year  based  on  the  income  reallocated  under 
the  first  step  with  the  tax  liability  previously  reported.  In  the  final  step,  the  taxpayer  must  apply 
the  Lookback  Method  interest  rate  to  the  under  or  over  payment  and  pay  the  interest  or  receive 
the  refund  accordingly. 

Under  the  10%  de  minimis  rule,  the  contractor  may  complete  only  the  first  step  of  the 
Lookback  Rule.  If  the  estimated  contract  price  and  costs  are  within  10%  of  the  actual  contract 
price  and  costs,  the  contractor  can  elect  not  to  proceed  further  in  application  of  the  Lookback 
Rule.  Although  the  10%  de  minimis  rule  provides  some  relief  for  larger  contractors  from  the 
burdensome  computations  and  excessive  administrative  costs,  complex  calculations  must  still  be 
performed  to  determine  if  each  contract  meets  the  10%  rule.  Small  contractors  typically  lack  the 
necessary  resources  it  takes  to  perform  these  complex  calculations.  Additionally,  all  construction 
contractors  must  make  the  percentage  of  completion  and  look-back  calculations  for  purposes  of 
the  Alternative  Minimum  Tax.  This  is  true  despite  the  fact  mat  in  the  1 986  Act,  Congress 
provided  an  exemption  for  contractors  with  average  annual  revenues  under  S10  million  dollars 
from  the  Percentage  of  Completion  Method  and  the  Lookback  Method  for  regular  tax  purposes. 

Members  of  the  construction  industry,  along  with  other  businesses  requiring  ongoing 
capital  investment,  are  often  forced  into  the  Alternative  Minimum  Tax,  and,  therefore,  into 
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calculations  under  the  Lookback  method  despite  Congress'  intent  to  exempt  them.  As  and 
additional  burden,  the  Alternative  Minimum  Tax  subjects  these  companies  to  the  worst  capital 
cost  recovery  system  in  the  industrialized  world.  The  Alternative  Minimum  Tax  can  result  in 
capital  costs  that  are  20%  higher  than  for  foreign  companies  or  those  not  subject  to  the 
Alternative  Minimum  Tax.  Under  the  Alternative  Minimum  Tax,  cash  flow  that  could  otherwise 
be  used  to  fund  new  jobs  or  more  investment  is,  instead,  flowing  into  the  Treasury  as  a 
punishment  for  investment  in  capital. 

Small  contractors  should  be  granted  a  full  exemption  from  the  Lookback  Method. 
According  to  the  IRS,  Lookback  is  revenue  neutral.  This  means  that  it  provides  no  great  benefit 
to  either  the  Treasury,  in  the  form  of  interest,  or  to  the  taxpayer,  in  the  form  of  arefund.  What 
Lookback  does  do  is  pull  funds  away  from  job  creation  and  investment  and  expend  them  on 
paperwork  and  calculations.  In  my  experience,  contractors  typically  spend  much  more  in 
administrative  compliance  costs  than  the  amount  of  any  interest  either  owed  or  received  after 
computing  Lookback. 
The  Laws  Surrounding  S  Corporation*  Shnnld  Be  Reformed 

The  Subchapter  S  Corporation,  which  is  a  pass-through  entity  taxing  its  owners  directly 
on  corporate  profits,  was  originally  introduced  by  Congress  in  1958.  One  of  the  major  objectives 
in  establishing  S  Corporations  was  to  allow  business  owners,  particularly  those  of  small 
businesses  to  obtain  the  single- tier  level  of  taxation  afforded  members  of  partnerships.  The  S 
Corporation  structure  recognizes  that  a  business  whose  owners  are  generally  the  same  as  its 
managers  should  not  be  taxed  as  if  the  two  were  separate  groups,  earning  two  different  sets  of 
income.  S  Corporations  also  benefit  by  maintaining  the  limited  liability  of  a  regular  C 
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Corporation.  Regretfully,  however.  Subchapter  S,  as  originally  enacted  in  1958,  was  very 
limiting  and  contained  a  number  of  pitfalls. 

Unfortunately,  changes  in  the  tax  rules  for  S  Corporations  have  not  kept  pace  with  the 
economic  and  financial  changes  in  the  business  world.  In  fact,  the  1993  Budget  Reconciliation 
Act  affected  a  dramatic  change  in  S  Corporation  tax  policy.  Subchapter  S  Corporations  now  pay 
the  highest  tax  rates  in  the  country  regardless  of  whether  shareholders  distribute  profits  or 
reinvest  them  in  their  business.  Considering  the  fact  that  S  Corporation  status  is  the  rule  of 
thumb  for  small  and  family  owned  businesses,  reform  of  Subchapter  S  is  critical. 

The  guiding  principle  behind  S  Corporation  reform  is  the  elimination  of  barriers  to 
growth  and  capital  formation  for  these  often  small  and  family-owned  businesses.  S  Corporations 
should  be  given  access  to  capital  sources  now  unavailable  to  them  such  as  new  kinds  of  debt  and 
equity  and  new  types  of  shareholders.  S  Corporations  should  have  the  opportunity  to  grow. 
They  should  be  permitted  to  own  other  companies  and  have  better  ownership  structures 
themselves.  Estate  planning  for  S  Corporations  should  be  improved  to  recognize  realities  in 
generational  succession.  Finally,  obsolete  tax  rules  that  exist  simply  to  trap  unwary  companies 
and  endanger  subchapter  S  status  should  be  eliminated. 

S  Corporations  should  be  permitted  to  issue  preferred  stock.  Currently,  S  Corporations 
are  permitted  to  have  only  one  class  of  stock.  This  is  severely  limiting  when  the  corporation  is 
attempting  to  raise  capital  and  has  already  exhausted  family  and  commercial  bank  sources.  The 
ability  to  issue  preferred  stock  could  attract  venture  capitalists  and  other  outside  sources  of 
funding  without  sacrificing  core  control  of  the  business. 

"Safe  harbor  straight  debt"  should  be  expanded  to  permit  convertible  debt  and  to  permit 
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ineligible  shareholders  to  hold  the  debt  The  tax  code  does  not  treat  debt  as  a  second  class  of 
stock  that  could  jeopardize  subchapter  S  election  as  long  as  the  debt  meets  certain  requirements. 
To  be  safe,  the  debt  must  not  contain  conversion  rights  and  the  creditor  must  be  an  individual,  an 
estate,  or  a  trust  which  is  eligible  to  be  an  S  corporation  shareholder.  However,  debt  instruments 
frequently  contain  convertability  features,  and  financial  institutions  are  not  eligible  to  be  S 
Corporation  shareholders.  Therefore,  the  "safe  harbor  straight  debt"  provisions  affecting  S 
Corporations  should  be  expanded  to  allow  the  issuance  of  convertible  debt,  and  financial 
institutions  should  not  be  subjected  to  greater  restrictions  than  other  sources  of  loans.  Naturally 
the  loan  must  continue  to  meet  all  other  requirements  for  safe  harbor  debt 

S  Corporations  should  be  allowed  to  wholly  own  C  corporations.  Currently,  an  S 
Corporation  may  only  own  79%  of  another  corporation's  stock  without  jeopardizing  the 
Subchapter  S  election.  However,  corporations  frequently  establish  subsidiaries  to  hold  their 
different  business  activities  for  valid,  nontax,  business  reasons.  An  example  of  such  a  valid 
reason  might  be  an  S  Corporation  in  the  construction  industry  that  developed  expertise  in 
asbestos  removal.  Due  to  concerns  about  liabilities,  the  corporation  might  prefer  to  put  its 
asbestos  business  into  a  separate,  wholly  owned  C  corporation.  Currently,  that  would  be 
impossible. 

Tax  exempt  organizations  like  pension  plans  and  employee  stock  ownership  plans  should 
be  eligible  shareholders  in  S  Corporations.  This  restriction  further  limits  the  sources  of  capital 
available  to  S  Corporations.  Additionally  this  provision  limits  the  choices  of  a  retiring  S 
Corporation  owner  who  would  like  to  sell  the  business  to  its  employees. 

Non-resident  aliens  should  be  permitted  to  become  shareholders  in  S  Corporations. 
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Again,  the  current  state  of  the  law  limits  potential  sources  of  capital  and  may  limit  expansion  into 
foreign  markets  including  Mexico  and  Canada.  With  "withholding  at  the  border,"  there  will  be 
no  chance  for  tax  dollars  to  be  lost  overseas. 

Currently,  only  a  husband  and  wife  are  treated  as  one  shareholder  for  purposes  of  the 
subchapter  S  election.  If  all  members  of  a  single  family  who  own  stock  in  an  S  Corporation  are 
counted  as  a  single  shareholder,  the  problems  run  into  by  multi-generational  corporations  will  be 
eased.  Estate  planning  problems  can  be  further  eliminated  by  expanding  the  definition  of  a 
qualified  subchapter  S  trust.  For  example,  an  S  Corporation  owner  with  an  ailing  spouse  and 
several  children  would  likely  choose  a  trust  with  multiple  beneficiaries  and  sprinkling  powers  - 
a  type  not  currently  allowed  to  hold  S  Corporation  stock. 

Additionally,  the  thirty-five  shareholder  limit  for  S  Corporations  can  still  be  limiting  even 
if  all  members  of  a  single  family  are  counted  as  one  shareholder.  Raising  the  shareholder  limit 
from  35  to  50  will  ease  the  problems  that  can  arise  when  there  are  two  or  more  "founding 
families"  or  when  the  corporation  wants  to  reward  key  employees  with  stock 
Reform  nf  the  T.ryeted  .Tnh»  T«  Credit 

Another  area  ripe  for  reform  is  the  targeted  jobs  tax  credit.  Reform  in  this  area  is 
particularly  critical  to  small  businesses.  In  the  past,  this  tax  credit  has  provided  employers  with 
an  incentive  to  hire  the  structurally  unemployed.  It  has  helped  approximately  500,000 
disadvantaged  Americans  enter  the  workforce  each  year  since  the  original  bill  was  passed  in 
1978.  Because  the  tax  credit  makes  it  easier  for  these  individuals  to  obtain  private  sector 
employment,  everyone  benefits  from  reduced  government  costs. 

The  old  Targeted  Jobs  Tax  Credit  expired  on  December  3 1 , 1 994.  While  the  old  system 
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had  hs  difficulties,  the  idea  of  giving  a  tax  credit  to  employers  who  hire  individuals  who  want  to 
work  but  may  be  less  attractive  as  job  candirtntrs  is  a  good  one.  This  is  especially  true 
considering  how  hard  Congress  is  working  to  minimize  the  number  of  people  on  the  welfare 
rolls. 

The  key  to  this  type  of  tax  credit  is  that  the  credit  be  the  incentive  for  the  hiring.  For  a 
small  business,  a  couple  of  thousand  dollars  is,  indeed,  a  great  incentive.  However,  under  the  old 
law,  the  complexities  associated  with  obtaining  the  credit  often  necessitated  many  hours  of 
administrative  costs  and  sometimes  even  paying  to  hire  a  consultant  —  effectively  eliminating  the 
incentive  for  the  small  business  owner. 

The  new  program  should  incorporate  objective  eligibility  criteria  that  would  replace  the 
current,  local,  case  by  case  decision  making.  Under  the  old  system,  decision  making  was  a 
burdensome  and  often  lengthy  process.  In  the  construction  industry,  people  are  often  hired  for 
short  term  projects  and  the  point  is  often  moot  by  the  time  the  certification  process  has  been 
completed.  Simplified  administration  would  save  money  for  the  government  and  for  the 
contractor  who  would  no  longer  have  to  rely  on  the  expertise  of  a  consultant.  Additionally, 
objective  eligibility  criteria  would  enable  an  imrn<»Hiat»  hiring  decision  to  be  made  with  the 
knowledge  of  whether  or  not  the  tax  credit  makes  the  candidate  more  attractive.  It  is  a  good  idea 
to  set  the  system  up  so  that  employers  cannot  get  a  windfall  by  having  a  candidate  they  would 
have  hired  anyway  turn  out  to  qualify  the  employer  for  the  credit.  On  the  other  hand,  multiple 
rejections  when  the  contractor  believed  he  was  hiring  a  qualified  individual  create  a  disincentive 
to  participate  in  the  program. 

Additionally,  ABC  and  its  members  believe  that  tax  credits  should  be  available  to  private 
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employers  who  invest  in  training  for  their  employees.  For  example,  ABC's  craft  training 
program,  the  Wheels  of  Learning,  is  an  example  of  streamlined  job  training  at  its  finest  ABC's 
program  delivers  comprehensive,  Department  of  Labor  approved  training  in  17  different 
construction  crafts.  ABC's  Wheels  of  Learning  is  standardized  and  portable.  Once  a  worker  has 
trained  in  one  of  these  crafts,  he  will  have  skills  that  should  keep  him  working  for  a  long  time. 
Companies  should  be  provided  with  incentives  to  voluntarily  invest  in  this  state-of-the-art 
training  program 
Capital  fifctm  and  Neutral  Cant  Recovery  -  Inducement!!  to  Investment 

The  Contract  With  America  contains  proposals  to  exclude  50%  of  capital  gains  from 
taxation  and  to  index  capital  gains  for  inflation.  These  proposals,  which  would  effectively  cut 
the  capital  gains  tax  rate  in  half,  provide  benefits  all  around.  These  cuts  would  resolve  some 
critical  investment  problems  for  capital  intensive  small  businesses  such  as  those  in  the 
construction  industry.  They  would  also  produce  a  surge  of  realizations  and  a  corresponding  flow 
of  tax  dollars  that  would  be  good  for  the  economy. 

Those  who  believe  that  the  changes  in  Capital  Gains  taxation  would  only  help  the  very 
wealthy  are  misguided.  Capital  Gains  realizations  and  the  resulting  tax  receipts  would  provide 
much  needed  Treasury  revenue  as  well  as  revenue  for  states  and  cities  who  tax  Capital  Gains. 
Additionally,  it  would  encourage  investment  in  and  by  businesses.  The  stimulated  economy  as 
well  as  me  savings  for  employers  will  create  jobs  and  encourage  further  investments. 

Additional  capital  investment  could  be  encouraged  by  changing  the  rules  surrounding 
depreciation  of  investments  to  allow  for  "neutral  cost  recovery.''  The  current  tax  laws 
discriminate  against  long  term  investments  in  items  such  as  machinery,  tools,  computers,  etc.  by 
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treating  a  dollar  of  depreciation  in  the  future  as  if  h  were  just  as  valuable  as  a  dollar  of 
depreciation  today.  Such  an  approach  ignores  the  time  value  of  money  as  well  as  inflation. 
Under  the  system  of  neutral  cost  recovery  proposed  in  the  Contract  With  America,  investors 
would  be  able  to  take  inflation  and  interest  into  account  in  depreciation  and  receive  more  of  a 
return  on  their  investment.  The  result  will  clearly  be  increased  economic  growth  resulting  from  a 
larger  capital  stock. 

The  Contract  also  contains  a  provision  that  will  provide  particular  help  to  small 
businesses  -  increasing  the  amount  of  assets  that  can  be  expensed  from  517,500  to  $25,000. 
Expensing  allows  firms  to  write  off  capital  investments  in  the  year  incurred  rather  than 
depreciating  the  costs  over  time.  Increased  expensing  will  provide  further  incentives  to 
investment  for  small  businesses. 

Conclusion 

In  conclusion  Madam  Chairman,  on  behalf  of  Miller  and  Long  and  the  Associated 
Builders  and  Contractors,  I  urge  this  Committee  to  take  a  serious  look  at  the  effects  some  of 
these  onerous  tax  burdens  are  having  on  the  construction  industry  and  on  small  businesses  in 
every  industry.  The  Lookback  Rule,  which  is  revenue  neutral  and  imposes  excessive  burdens  on 
the  construction  industry,  should  not  be  applied  to  small  contractors  for  any  tax  purposes.  S 
Corporation  reform  should  be  enacted  to  restore  the  Subchapter  S  election  as  a  viable  choice  for 
small  businesses.  The  Targeted  Jobs  Tax  Credit  should  be  restored  in  a  reformed  version  making 
it  simpler  to  use  for  the  small  businessman  and  thereby  providing  more  jobs  for  those  who  might 
otherwise  be  on  welfare  rolls.  Other  tax  credits  should  be  instituted  to  provide  incentives  for 
small  businessmen  to  provide  private  training  programs  for  their  employees.  Additionally,  the 
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Estate  Tax  limh  should  be  increased,  allowing  family  owned  businesses  to  stay  in  the  family,  and 
the  Capital  Gains  tax  rates  should  be  restored  to  1 986  levels  to  encourage  investment  in  capital. 

ABC  welcomes  the  opportunity  to  work  with  members  of  the  Committee  and  others  in 
Congress  who  believe  that  now  is  the  time  to  make  critical  improvements  in  the  tax  laws.  It  is  a 
well  known  fact  that  small  businesses  respond  to  tax  incentives  and  disincentives.  All  of  the 
measures  I  have  discussed  today  share  the  important  quality  of  being  good  for  the  economy  of 
the  United  States  because  they  allow  businesses  to  function  at  their  most  productive  levels  -  and 
that  is  the  cornerstone  of  the  ABC  philosophy. 

This  concludes  my  prepared  testimony.  I  would  be  pleased  to  address  any  questions  from 
the  Chair  or  other  members  of  the  Committee. 
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